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Appendix A. 


COMPARISON BETWEEN THE MISLEADING ADVERTISING 
PROVISIONS OF THE COMBINES INVESTIGATION ACT AND 
CERTAIN RELATED PROVINCIAL STATUTES* 


History of government control of deceptive trade 
practices commenced in 1917 when the predecessor to what is 
now section 37 of the Combines Investigation Act was intro- 
duced into the Criminal Code, The responsibility for the 
enforcement of that section was in the hands of the Prov- 
incial Attorneys General. Lack of enforcement led to in- 
corporating this general prohibition against misleading ad- 
vertising into the Combines Investigation Act (1969) in order 
that a centralized agency would undertake nationwide enforce- 
ment Of the ‘section. Section56.01r the Acta (prohibition 
against misleading price advertising, has been part of the 
misleading advertising provisions under the Act since 1960. 


Although, some provincial Consumer Protection Acts 
have attempted to control some market/advertising abuses, 
it was not until 1974 that two provinces, Ontario and British 
Columbia, passed comprehensive unfair trade practices acts 
covering a wide variety of unfair and unconscionable pract- 
ices prevalentiain thes Ganadian retail market. Alberta passed 
Similar legislation in 1975, although somewhat different in 
format. It appears that other provinces are considering 
the advisability of introducing similar legislation. 


In contrast to the federal general prohibitory ap- 
proach as contained an. the Combines InvestigationyAct”*, the 
proancial statutes detail specatic instances of abusive 
practices. slhis reflects the different “constitutional thasis 
- the federal legislation falling under the criminal law 


*This comparison concerns only the following provincial stat- 
utes and does not extend to such Acts as The Trade Practices 
Inquiry Act RSM 1970 ¢.T110 


Tie Business Practices Act SO 1974 c.15l 
The Trade Practices: ActsSBG 1974 c.96 (as 
amended ) 

The, Unfair; Trade. Practices Act SA 1975 c. 33 


**Where the Federal Act is mentioned infra, it refers to the 
Combines Investigation Act RS, c.C-23, as amended by Bill C-2. 


power and the provincial under the property and civil rights 
power. As in the U.S. Federal Trade Commission Act, a broad 
general prohibition against misleading advertising is the 
main enforcement vehicle in the Combines Investigation Act. 
This approach has proven remarkably effective with over 350 
convictions registered since 1969. 


Prohibition - The Three Provincial Statutes 


Although the basic format of the general and spec- 
ific prohibition is similar in all the provincial statutes, 
there are differences with respect to the categories of rep- 
resentations, conduct and practices prohibited and the ap- 
proaches to prohibiting the same activity. Generally two 
basic categories of practices are distinguished - unfair or 
deceptive practices and unconscionable practices. 


In prescribing deceptive (as distinct from uncon- 
scionable) practices, each provincial statute enacts a 
general definition to which there is appended a list of 
Specific instances of offensive conduct, the inclusion of 
which does not detract from the generality of the legis- 
lation's terms. 


Ontario's generalized prohibition refers simply to 
"false, misleading or deceptive" representations (s.2(a)) 
whereas the B.C. and Alberta statutes expressly encompass 
both representations which in fact deceive or mislead and 
those which have the capacity or tendency (B.C.-s.2(1)) or 
might reasonably have that effect (Alberta - s.4(1)(d)). 


It should be noted that Ontario's general prohibi- 
tion (s.2) is restricted to "representations" whereas B.C. 
(s.2) and Alberta (s.4) prohibit representations as well as 
acts, practices and conduct. Ontario and British Columbia 
Specifically include non-disclosure. 


The following is a list of the types of "unfair" 
practices prohibited under the three provincial statutes: 


(a) misrepresentation as to sponsorship, approval, 
performance characteristics, accessories, uses, 
Suc. 


Cee 


(b) misrepresentation as to supplier's sponsor- 
ship, approval, status, etc. 


(c) misrepresentation as to standard, quality, 
oradesectce 


(d) misrepresentation as previous history of the 
goods. 


(e) misrepresentation that the goods are new or 
used. 


(f) misrepresentation as to the reason for avail- 
ability of the goods. 


(g) misrepresentation that the goods have been sup- 
plied in accordance with a previous representa- 
GAO; 


(h) representation that the goods are available 
where the supplier has no intention of supplying 
the goods. 


(i) a misrepresentation that a service part or re- 
pair 1S needed. 


(j) misrepresentation concerning a specific price 
advantage. 


(k) misrepresentation as to the purpose of a solic- 
ita con : 


(1) misrepresentation as to the existence of rights, 
remedies or obligations. 


(m) misrepresentation as to salesman's authority to 
negotiate final terms. 


British Columbia and Alberta also prohibit: 
(a) representations such that a consumer might 


reasonably conclude that goods are available in 
greater quantities than is the fact. 


oo 


(b) quotations which turn out to be materially less 
than the final price charged. 


(c) advertisements giving less prominence to the 
price of the transaction than to any part there- 
On. 


Ontario and British Columbia prohibit representa- 
tions containing innuendo or ambiguity as to material facts 
or the nondisclosure of a material fact, if the representa- 
tion is deceptive or misleading. 


Regulations 


Ontario and British Columbia make provision for the 
prohibition of other acts or practices by means of regulation 
and in Ontario section 17(1)(b) provides that knowing contra- 
vention of a regulation is a summary conviction offence. 
British Columbia does not require such knowledge. Alberta 
provides for regulations prescribing information that must be 
part of a representation made by a supplier in respect of any 
consumer transaction (s.2l(a)) and section 17(2) provides 
that breach of such a regulation amounts to a summary con- 
viction offence. 


Parties & Transactions - Definition 


Ontario and British Columbia prohibitions against 
unfair practices refer specifically to ''consumer trans- 
actions" .or-'consumer wepresentations = -Alberta,wses the 
term ''consumer transactions" in respect of "unconscionable 
practices' only (discussed below). 


Both Alberta and British Columbia restrict the 
definition of "suppliers" to entrepreneurs and others engaged 
in a commercial undertaking, and the B.C. Act excludes "sup- 
pliers" from the class of persons designated as ''consumers''. 
While the Alberta statute's definition of "consumer" contains 
no similar qualification, it should be noted that the practical 
etfect of its restrictive definition of services! “is to-Limt 
it largely to transactions involving private individual 
consumers. Both the Alberta and British Columbia definitions 
of ''consumer" extend the term's ordinary meaning to include 
certain third party beneficiaries and the definition of 
"supplier'' to encompass persons who may only be indirectly 


involved in a consumer transaction in which no privity 
exists between themselves and the consumer. Ontario does 
notraestrict, ther scope of cthe,Act to! transactionsyby. a 
Supplier in the course of his business. 


The Federal Act prohibits representations made 
"to the public" if they are made for the purpose of pro- 
moting directly or indirectly any business interest. 


All trade practices statutes extend to dealings 
in services as well as goods, though a substantial var- 
lation among the respective definitions of "services" 
exists.) ThesFederaliActispscope.is,indthisfrespect the 
widest since the "services" to which it applies includes 
services “of any description, whether industrial, trade, 
professional or otherwise". British Columbia's definition 
of4iiservaces'’ 1s insone dimension narrower» than’ Alberta"sdor 
Ontario's in that it is limited to personal property - 
however, iat, issnoterestricted to services,involvingysocral ; 
recreational or educational aspects. Ontario and Alberta's 
aremesourestricted) but. cover.real: property) to a.certainsex- 
tent. 


Unconscionable Practices 


Several differences arise with respect to the treat- 
ment of unconscionable (as distinct from merely deceptive) 
practices. The Federal Act does not apply to unconscionable 
practices. Ontario defines unconscionable consumer trans- 
actions to be unfair practices, and in determining whether a 
representation is unconscionable recourse may be had to the 
knowledge of the representor regarding specifically enumerated 
factors. In British Columbia, a determination of unconscio- 
nability is made by the court after considering all the 
surrounding circumstances that the supplier knew or ought to 
have known including the same enumerated factors as for 
Ontario. 


The Alberta Act conclusively deems the enumerated 
practices to be unconscionable rather than merely describing 
circumstances whose existence can potentially but need not 
prove grounds for finding that unconscionability exists. 
Furthermore, Alberta does not attach criminal sanctions to 
representations or conduct constituting either a deceptive 
or an unconscionable practice, but limits the aggrieved to a 


civil remedy. 


The provinces differ in their formulation of the 
factors, the existence of which leads to a finding of un- 
conscionable dealing. However, all three provinces include 
the subjection of the consumer to undue pressure. In 
dealing with exploitation, Alberta and British Columbia 
require both the existence of a consumer disability to ap- 
preciate the nature of a transaction and that the supplier 
have taken advantage of that disability. Ontario merely 
requires that the consumer not have been reasonably able 
to protect his own interests. In Ontario and British 
Columbia, a transaction is unconscionable where the supplier 
knew that there existed a gross discrepancy between the price 
paid by a consumer and that at which the subject matter was 
available to like consumers, and where there was no reasonable 
probability of payment in full by the consumer. Ontario and 
British Columbia refer to transactions whose terms and con- 
ditions are’ so adverse aS’ to be inequitable; no such refer= 
ence appears in theyAlberta statutes sOntar1o refers “toutrans— 
actions in which the consumer is substantially deprived of 
the benefit; in Alberta, it must be established that the 
Supplier knew there was a detect dnethe coods or that alieor 
Part. of the services. in question could not =be providedeane 
that he knew the consumer was not aware of nor could reason- 
ably have become aware of this fact. 


British Columbia is the only province which provides 
for the prescription of other circumstances to be consid- 
ered by the court in its determination of an unconscionable 
dealing (Seéctionsesz2(oy)s 


Prohibitions - The Combines Investigation Act 


The scope of the misleading advertising provisions 
of the Federal Act has through prosecutions been proven to 
correspond to most of the enumerated "unfair" abuses found in 
the provincial legislation. The Federal Act does not, of 
course, cover the practices deemed unconscionable under the 
provincial statutes such as undue pressure. However, certain 
categories of conduct have not been caught by sections 36 and 
37 of the Combines Investigation Act (i.e. as unamended), and 
this is explained largely by the fact that section 37 applies 
only to purported statements of fact appearing in advertise- 
ments, as distinct from misleading or deceptive representations. 


9 & 


However, section 36(1) as contained in Bill C-2 has been 
drafted with a view to avoiding this deficiency in the 
previous legislation. Apart from this, there are two major 
differences between the unfair trade practices provisions 
of the provincial acts and the Federal Act. The first is 
that whereas the Federal Act simply provides that both the 
general impression conveyed by a representation and its 
literal meaning shall be considered in determining whether 
it offends the Act, both Ontario and British Columbia 

have provided that the use of exaggeration, innuendo or 
ambiguity as to a material fact constitutes an offence if 
such use rendered the representation deceptive. A second 
distinction arises from a provision in the British Columbia 
and Alberta acts which deems it a deceptive practice if a 
supplier, without a consumer's express consent, proceeds 
with his performance of an agreement where the estimate or 
quotation for that performance which was provided the con- 
sumer proves substantially less than the price eventually 
demanded. by thesasupplaer.:, Inv thescase.of both pertérmance 
claims and testimonial-like representations, it should be 
noted that the general prohibition against misleading rep- 
resentations contained in section 36(1)(a) of the Federal 
Act will aimost always cover abusive conduct involving these 
practices. However, in addition, section 36(1)(b) of the 
Act renders it an offence if the performance claim is not 
based upon an adequate and proper test, whereas the parallel 
provincial provisions affect performance claims only insofar 
as they are untrue. The so-called "testimonial" section 

of the Act does not encompass representations as to the 
sponsorship, status, affiliation or connection of goods or 
services or of their supplier, whereas the corresponding 
provincial measures do, but such misrepresentation would be 
covered under section 36(1) (a). 


There are also substantial differences in the treat- 
ment of non-availability. Under the federal measure (section 
37) the price of the product advertised as available must be 
represented as being a "bargain price" before its non-avail- 
ability in reasonable quantities offends the Act. The Act 
in addition creates a special defence applicable only to 
this section: it is a complete answer to a charge if an ac- 
cused provides a "'raincheck" and honours this undertaking 
within a reasonable time by furnishing, at the advertised 
price, the product or if notwithstanding his reasonable 
efforts to supply the product in reasonable quantities he 


a 


was unable to do so on account of unanticipated events 
beyond his control. Although it provides no defence and 
applies regardless of the unavailable product's price, the 
Ontario provision adopts a reasonability test; an offence 
occurs where an accused "knows or ought to know'' that the 
goods or services will not be supplied. The British 
Columbia measure requires that the accused actually have no 
intention of furnishing the product, whereas the Alberta 
statute renders it sufficient if the supplier has no in- 
tention or no reasonable gounds for believing he has the 
capacity, to supply wthe goods... Furthermore, the,Alberta 

and British Columbia statutes contain additional provisions 
which deem to be deceptive practices, representations which 
might reasonably lead a consumer to believe that goods 
(goods or services in B.C.) are available in greater quanti- 
tiesathangthey an) tactdare; the. B. Gawstatute;providesathatha 
prominently represented limitation upon availability will 
avoid the prohibition. 


In-dealing with price representations,- the, provinces 
address themselves to indications of non-existent price ad- 
vVancaces or benefits. | In theirvapp lication, =thesemsections 
are identical to the Federal Act's section 36(1)(d), save 
that.themlacter requires: that:the representattomibe matem ally 
misleading and extends to past and future, and not simply 
present, sprices.~In,addition, the Federal: measure specifsacad ly 
prohibits selling products at higher than advertised prices 
and selling a produce at any but the lowest of any price in- 
dicated thereon or in any in-store display or advertisement 
(section, 506.2} 


Offences §& Penal Sanctions 


Ontario and British Columbia both provide that en- 
gaging in an unfair and unconscionable practice is a summary 
conviction offence. The Ontario provision requires knowl- 
edge that the practice is unfair. Alberta has no such pro- 
vision but the Director may commence an action against sup- 
pliers who engage. in an unfair actsor practéicé;.and asvdis= 
cussed above, breach of a regulation requiring information 
disclosure, amounts to a summary conviction offence. 


BIGs 


Exemptions 


Publishers Exemption - This common exemption arises 
in the case of publishers who make a representation on be- 
half of another in the course of their business, though 
there are some differences in the breadth of the exemption. 


The Ontario publishers exemption (s.17(b)) obtains 
unless the third party knows that the words or conduct con- 
stitute an unfair or deceptive practice. It creates an 
exemption from both criminal and civil liability but does 
not affect the availability of an order to cease and desist 
an unfair practice. The British Columbia Act expressly 
exempts the third party from civil and criminal liability 
provided he acted in the course of his business, that he 
"did not know and had no reason to suspect'! that the pub- 
lication would amount to an offence and that he recorded 
the name of the advertiser (Section 1A). The Alberta Act 
creates a similar exemption for publishers (employing the 
term "good faith") as well as for advertising agencies. 
This Act does not apply to domestic servants employed in a 
private dwelling and to casual employees. The federal 
publishers' exemption requires good faith, that the party 
have acted in the course of his business and have recorded 
the name and address of the advertiser. Further, the 
Federal provision contains a caveat restricting the ex- 
emption to situations in which the advertiser carries on 
the business or supplies the product to which the represen- 
tation pertains in Canada. 


Due Diligence 


Ontario requires that an accused has known that 
the prohibited practice he commits was unlawful before he 
can be convicted of an offence. The Federal Act. provides a 
defence in the case of conduct contrary to section 36 or 
which contravenes the testimonial section (s.36.1) except 
in the latter case where the accused was acting on behalf of 
a party outside Canada. The accused must establish all the 
following: error; reasonable precaution and the exercise of 
due diligence to prevent such an error; and immediate and 
reasonable measures to bring the error to the attention of 
those likely to have been reached by the prohibited represen- 
entations. Under the British Columbia Act, the accused 
must establish that the offence occurred as the result of a 


mistake, reliance upon another's information or some cause 
beyond his control, and that he took all reasonable pre- 
cautions and exercised all due diligence to avoid the com- 
MissLonsoLe the,oftence: 


Civil Remedies (Available at the instance of consumers) 


All statutes confer equitable and common law 
remedies upon the victims of prohibited trade practices. 


Identity of Defendants 


The Ontario Act expressly provides that the person 
who made the deceptive representation is jointly and severally 
liable with the person who entered the agreement (s.4(3)). 
However, an assignee's liability is expressly limited to the 
amount paid by the assignee under the agreement (s.4(4)). 
According to the B.C. definition ‘of supplier (S41) y+pareies 
other than those who are privy to a contract may be joined as 
defendant suppliers. The Alberta definition of supplier is 
also an extended one, and specifically includes manufacturers, 
distributors, promoters as well as persons who become liable 
to: selicandspersons who receive.or are entitled tomeceiverall 
Ors part of theuconsideration paid or payable_under-a,consumes 
transactron, whether as parties, thereto orivas assionees vor 
otherwise, or who are otherwise entitled to be compensated by 
a consumer for goods or services or both (s.1l(h)). 


In Alberta, the combined effect of the definition of 
"supplier" and the enabling section allowing for consumer 
redress, is that the defendant to an action by a consumer must: 


(a) fit within the definition of supplier, and 


(b) have engaged in or acquiesced in the unfair act 
and practice. 


The Federal legislation is framed simply with respect 
to the ''persons'' who engage in prohibited conduct. As is the 
case with the provincial legislation, no criminal conviction is 
required as a prerequisite to the civil cause of action, though 
the Act expressly provides that the record of criminal proceed- 
ings shall be proof, in the absence of evidence to the contrary 


that the prohibited practice on which the civil cause turns 
occurred; 


=n i ee 


The Ontario Act expressly requires that the aggrieved 
party has been induced into entering an agreement by an of- 
fensive consumer representation. Alberta and British Columbia 
simply provide that the consumer must have suffered the damage 
by reason of deceptive or unconscionable practices. The Fed- 
eral Act provides that a person who has suffered loss or dam- 
ages as a result of conduct amounting to an offence may sue for 
damages. 


The aggrieved consumer in Ontario may rescind the 
agreement and recover damages, but if elected rescission must 
be exercised within six months of the agreement. Where rescis- 
sion is precluded by the intervention of bona fide third party 
rights, the consumer is entitled to recover the difference 
between the amount paid under the agreement and the fair market 
value of the subject matter, damages, or both. Exemplary or 
punitive damages are available in the case of an unconscionable 
practice. The Alberta-.and,BritishiColumbia statutes provide 
for the award of damages (including punitive and exemplary), 
for making any order (including rescission or restitution and/ 
for the, amposiation of "such other terms as the court considers 
suse {(s.20(1)). Under the Federal statute, the sindividual 
consumer is confined to damages. 


Unenforceability 


Section..5(3)--of, the: British Columbia Act. -providesathat 
consumer transaction involving an unconscionable practice are 
unenforceable at the instance of the supplier. 


Injunctions 


Only British Columbia and Alberta provide for relief 
by way of declaratory judgements and injunctions at the in- 
stance of a consumer. The British Columbia statute provides 
that a person may be a plaintiff to certain actions whether or 
not that person has a special or any interest under the Act or 
the regulations, or is affected by a consumer transaction. In 
such proceedings, the plaintiff may seek a declaration that an 
act or practice is unconscionable or deceptive or an interim 
or permanent injunction restraining the practice. Such decla- 
ration or injunction is conclusive evidence in any other pro- 
ceedings that the act or practice is deceptive or unconscio- 
nable (section 21). In considering whether to award an interim 
injunction, section 17 reverses the normal criteria of the bal- 


ance of convenience by requiring the court to attach greater 
weight to the protection of consumers. The applicant need 
not establish that irreparable harm will occur should the 
interim injunction be denied. Section 16(3) further pro- 
vides that the court may restore to any person having an 
interest therein any money or property acquired by virtue 

of an unconscionable or deceptive act or practice. 


Alberta provides, in the case of an interim 
injunction, that the courts must be satisfied that there 
are reasonable and probable grounds for believing that an 
immediate threat to the interests of persons dealing with 
the defendant supplier exists. Under the Alberta Act, as 
in British Columbia, the applicant need not prove irrep- 
arable harm, but he must however satisfy the court that 
4 prima facia case exists. Neither the Ontario nor the 
redezal acts provide for injunctions and like remedies at 
the instance of the individual consumer. Section 29.1 
of the Federal Act provides that the injunctive remedy is 
only available at the instance of the Attorney General. 


Glass Actions 


British Columbia specitically provides, forvclass 
actions by an individual consumer upon notice to the Dir- 
ector who may intervene as a party. Alberta limits this 
remedy to actions commenced by a consumer organization 
which is defined as a non-profit corporation promoting 
consumer interests. The organization need not have an 
interest in or be affected by the subject matter of the 
proceedings; the court may direct the posting of security 
for costs; and the available remedies are confined to an 
injunction and a declaration. The Ontario statute and 
the Federal Act do not make any provision for class actions. 


Civil Remedies (Available at the instance of public officials) 
and Administrative and Judicial Powers and Procedure 


Under the British Columbia Act the Director may 
commence an action under section 16 and while damages may 
not be awarded under this section, restitution can be 
ordered where the action is for a permanent injunction. 
Furthermore, the Director may apply ex parte for an inter- 
im injunction (s.16(5)), though if applying ex parte, he 
must establish that there are reasonable and probably 


Saat aes 


grounds for believing that an immediate threat to the 
interests of persons dealing with the supplier exists. 


Similarly, in Alberta the Director may commence 
an action under section 12, and the court may make a 
declaratory order, grant an injunction order the supplier 
to provide redress to injured consumers and to grant other 
appropriate relief. However, section 18.1 provides that 
the Director shall not commence or maintain an action 
under this section (and others) without the authorization 
of the Attorney General. 


The Ontario statute does not contain provision for 
institution of court proceedings by the Director, but the 
Director himself does have powers to obtain certain types 
of redress without court intervention (see below). The 
Federal statute provides for injunctive relief upon the 
application of the Attorney General but the statutory re- 
quirements are such that it is unlikely that the damage 
arising from any threatened contravention of the deceptive 
{rade practices sections’ would*be sutficient for a court 
CO eran the injunction . 


Substitute Actions 


Both British Columbia and Alberta provide for sub- 
Stitute actions initiated by the Director, though there is 
asupstantram Girtrerence in the? scope of “therr respective 
provisions. 


Niberta provides I secllOl bo) tiac stitcaUT hector 
may, where he believes it in the public interest to do so, 
commence and maintain an action with the consumer's consent, 
where such action arises under the provision of the Act 
conferring a cause of action upon the individual consumer. 
The Director may also maintain an action commenced by a 
consumer. 


By way of contrast, the British Columbia statute 
provides that the Director may, with the consent of the 
consumer and of the Minister, and where he believes it to be 
in the public interest to do so, and where he is satisfied 
that a consumer "has a cause of action, a good defence to 
an action or grounds for setting aside a default judgment" 
institute against or defend any proceedings initiated by a 
supplier with a view to enforcing or protecting the rights 


of the consumer respecting a contravention or suspected 
contravention by the supplier of those rights or of the 
provisions of any Act or law relating to the protection 
or aAnterests of consumers. 


The Ontario Act and the Federal Act contain no 
measures relating to substitute actions. 


Director's Powers 


In contrast to the Alberta and British Columbia 
statutes, Ontario's main enforcement vehicle is the power 
given to the Director to control without judicial inter- 
vention, the prohibited unfair practices. 


The Director in Ontario may order a person to re- 
frain from engaging in a specified act or practice provided 
notice and the reasons for the order are furnished. An 
order under section 6 is subject to a right of hearing 
before a Tribunal; if no hearing is requested or upon the 
expiration of 15 days, the order takés effiect.,. An ordem by 
the Director under section 7 takes effect immediately. 
Where a hearing is required by the person named, the order 
Cxplresuls days after such a request mumnless the hearing 
intervenes. 


The parallel federal remedy is only available in 
limited circumstances. A prohibition order under section 
30(1), the closest approximation to a permanent injunction, 
1s available as part of the sentencing process, and extends 
to enjoining theyrépetition of the actor practice stor which 
an accused was convicted. Under section 30(2), it must 
appear to superior court of criminal jurisdiction in pro- 
ceedings initiated by information of an Attorney General 
that a person is about to or likely to do something directed 
towards or constituting an offence under Part V. 


Assurances of Voluntary Compliance 


All provincial statutes make provision for assurances 
of voluntary compliance between the Director and a supplier. 
In Ontario, the assurance has the status of an order of the 
Director, its breach therefore entails criminal penalties and 
may be entered into in lieu of the Director issuing an order 
to comply with the Act. In British Columbia, the circum- 


AP ySes 


stances under which it may be entered into are somewhat 
limited. In lieu of commencing an investigation or 
initiating proceedings against the supplier, the Director 
where satisfied that the supplier has ceased engaging in 

the offensive practice may accept an assurance of voluntary 
compliance. As in Ontario, breach of an undertaking invites 
criminal sanction. In Alberta, the Director must be satisfied 
the unfair practice has ceased before he accepts an under- 
taking of voluntary compliance. Breach of the undertaking 
does not entail criminal sanctions but renders the supplier 
subject to proceedings before the courts at the instance of 
the Director under section 12, where the court may order 
punitive or exemplary damages as well as the other relief 
provided (section 12(2)). 


Publicity 


Both British Columbia and Alberta empower a court, 
in granting relief, to make a further order requiring a 
supplier to advertise to the public particulars of the 
Pelien oranted by the court. 


Other Orders 


The provincial statutes also provide for orders ta 
refrain from dealing with assets. In Alberta, it is avail- 
able from a court on the Director's application, where a 
supplier has absconded or the Director has reasonable and 
probable grounds to believe that a supplier is about to 
abscond from the Province, or is dissipating his assets or 
monies paid and securities granted him by consumers. It 
may prohibit any third party holding funds or in possession 
or control of the supplier's. assets or property or having 
debts or other choses in action payable the supplier, from 
dealing with them; may appoint a trustee or receiver for 
them; and may direct any supplier who is the subject of an 
inquiry not to dispersegany ‘funds, property, ete. (section 
9). The Ontario and British Columbia orders (sections 13 
G isa) gre simidar injnature jbut they do net: require, the 
intervention of a court. The British Columbia directive 
may be issued where an investigation has been ordered, the 
Ontario order where an assurance of voluntary compliance has 
been given, an order to comply with the Act issued or an 
investigation commenced, provided the Director believes the 
order to refrain from dealing with assets is in the best 


agkse 


interests of the consumers dealing with the supplier in 
question. 
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AUSTRALIA TRADE PRACTICES ACT 1974 


The scheme of this Act is similar to the Combines 
Investigation Act in that it contains provisions covering 
combines, monopolization, exclusive dealing, retail price 
maintenance, price discrimination and anti-competitive 
mergers as well as covering deceptive trade practices. 
Prohibitions against unfair practices are contained in 
Division I’of Part V of the Trade Practices Act 1974, 


Division II of Part V sets out consumer conditions 
and warranties which are similar to those contained in 
provincial Sales of Goods Acts. 


The Trade Practices Commission is given the role 
of enforcement of the Division I provisions as well as 
being specifically required to examine critically consumer 
protection laws referred to it by the Attorney General of 
Canada and to provide information and to conduct research 
concerning consumer interests (section 28(1)). 


Section 52 contains a broad general prohibition 
against engaging in conduct in trade and commerce that is 
misleading or deceptive. A breach of this section gives 
risé to Jan injunction only (section W/9).. 


Section 53 enumerates specific examples of such 
conduct involving misrepresentations as to standards, 
quality or grade, past history of the product, sponsorship, 
performance characteristics, price reductions, the need for 
goods, repairs, etc., and the existence or effect of any 
warranty or guarantee. 


This Division also contains specific prohibitions 
against deceptive offering of prizes (section 54); bait 
advertising (section 56); referral selling (section 57); 
accepting payment without intending to supply as ordered 
(section 58); coercion or undue harassment at place of 
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residence (section 60) and pyramid selling schemes (section Gly 
Sections 62 and 63 prohibit supplying goods which do not 


conform to prescribed safety and information standards. 
Detailed provisions in respect of the liability of senders 
and receivers of unsolicited goods are set out in section 
65s 


SeCtLONyo5 prohibits conduct covered by, ‘the, Conven- 
tion for the Protection of Industrial Property, that is to 
say conduct that is liable to mislead the public as to the 
nature, the manufacturing process, the characteristics, the 
suitability for their purpose or the quantity of any goods. 
This section is not operative until the Convention enters 
iLO georce stor Australva (section.2 (2) ):. 


Contravention of Part V (other than the general 
section 52) is punishable on conviction by a maximum fee 
of $10,000 or six months imprisonment for an individual or, 
for a corporation, a fine of $50,000. Where intent need 
be proved in any proceeding, proof of that intent by a 
servant or agent of the corporation shall be deemed proof 
of intent by the corporation (section 84). 


However, a defendant is provided with a due dili- 
gence where he can establish that the contravention was 
due to a mistake, to reliance on information supplied by a 
third person, to the act or default of a third person or to 
a cause beyond his control and that he exercised due dili- 
gence to avoid the contravention (section 85(1) J). beckon 
85(3) provides a defence for an innocent publasherjot ary 
advertisement. 


Section 86 confers exclusive jurisdiction on the 
Superior Court of Australia.* 


The Attorney General or any other person is. em- 
powered by section 80(1) to apply to a court for an in- 
junction for a contravention of the above noted prohi- 
bitions. A person who suffers loss or damages as a TesSuLc 
of the contraventions of a Part V provision can recover 
damages from the convicted party (section 82) and may apply 
to the Attorney General for legal and financial assistance 
in respect of his action for damages (section 170). 


*Pending the establishment of the Superior Court of Aus- 
tralia, the Australian Industrial Court has exclusive juris- 
fictmonetsoctlon 168) . 
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UNITED KINGDOM FAIR TRADING ACT 1973 


The, Fair Trading Actri9/35contains, provastons res 
pecting mergers, monopolies and combines as well as pro- 


visions respecting consumer protection which are of a broader 
nature than those found in the Trade Descriptions Act 1968. 
The Fair Tradine Act’ 1973 does not set’ clit) specie prohie 
bitions but provides a mechanism for a broad review of the 
economic interests of consumers. The Act creates the office 
of the Director General of Fair Trading who is given a man- 
date to» review the supply of goods and services to consumers 
and to receive and collect evidence regarding practices 
which may adversely affect consumers. The scope of these 
practices is defined in section 13 and include: the terms 
and conditions of supply, the manner in which such terms are 
communicated to the consumer, promotion techniques, methods 
of salesmanship and the manner of packaging and collection 
of payment. 


The Act also creates the Consumer Protection Ad- 
visory Committee (section3). The Director is empowered to 
make ayreference, touthesyCommttee where ateappearcstnated 
consumer trade, practice hasvor as likely sto have thenetfect 
of misleading or withholding adequate information from con- 
sumers as to their rights and obligations, of misleading 
consumers in any other manner or of subjecting consumers to 
undue pressure or unconscionable terms or conditions 
(section 17). Where the Committee agrees with the proposals 
Of “thesDivector srarrepor tt issprepaned Lor consideracrom by 
the Secretary of State who has power to make an order by 
statutory instrument which must be approved by resolution of 
each House of Parliament: (section 22). “section 23° provides 
for penalties for non-compliance with the order and section 
27 gives the responsibility for enforcement to the local 
weights and measures authorities. Section 25 sets out the 
same "due diligence"! defences as in the Trade Descriptions 
ACT LOGS. 


Part III of’ the Act gives’ the Diréctor additional 
powers in respect of persons who persist in a course of 
conduct which is detrimental to the interests of consumers 
or is unfair to consumers. i.e. section 34 defines such con- 
duct as consisting of contraventions of enactments, imposing 
duties, prohibitions or criminal restrictions or consisting 
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of a breach of conduct or a breach of legal duty. In 

such cases, where the Director is unable to obtain an 
assurance of voluntary compliance or where the assurance 

1s not beimg observed, the. Director is empowered by) section 
55 Comics EuLeyproccedimeossbetore: the’ Restrictive Practices 
Court which may make a "cease § desist'' order where it 
appears that the defendant is not prepared to give an ac- 
ceptable undertaking to the court about his future business 
conduct. 
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UNITED KINGDOM TRADE DESCRIPTIONS ACT 1968 


This Act is basically a consolidation and up- 
dating of the criminal law relating to trade descriptions 
previously found in the old Merchandise Marks Act 1887. 
The prohibitions contained in the Act are not limited to 
transactions with! the. public, “butcscoverva le leve fom, etic 
distribution ‘chain. “The main prohibition (section 1) covers 
an extraordinary wide gambit of activities and prohibits 
any person, in the course of a trade or business, from ap- 
plying a false or misleading trade description to goods or 
from supplying goods to which a false or misleading trade 
description has been applied. 


What constitutes a trade description is enumerated 
in section 2 and is wide enough to include all indications 
as° to the physical properties of the, soods as wellwvasstests, 
endorsements , “history, etc, such) trade descriptionsumuse 
be false to a material degree. However, section 3 further 
widens the scope of the prohibition by extending the defin- 
ition to include any misleading trade descriptions or false 
indications that is likely to be taken for a false trade 
description, where such description or indication is false 
Cora Mater aledeurce. 


The actual dapplication of ‘thestradeudescription 
incorporates the act of ‘affixing it to-soods and their, 
containers as wellvas wusine the sctradendcscripel one tulany, 
manner likely to be taken as referring to, the goods4 {Oral 
representations are specifically included as well as adver- 
tisements containing trade descriptions used in relation to 
any class of goods, where the form, content, timing, freq- 
uency of the advertisements leads purchasers to think that 
the advertisement did relate to that class of goods. 


The prohibition against false indications as to 
price reductions (section 11) from the trader's previous 
price is defined so as to refer to a price charged by the 
trader for a continuous period of twenty eight days within 
the preceding six months, unless the contrary is specifically 
stated. Indications of reductions from the recommended price 
are deemed unless the contrary is expressly stated, to refer 
to a price recommended by the manufacturer generally for 
Supply by retail in the area where the goods are offered. 
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iWerespect Of (Services; -sectiomw4 provides that 
certain negligent or knowingly false statements made in 
the course of any trade or business regarding services 
accommodations or facilities are an offence. Again the 
scope of the prohibition is defined by means of an enum- 
eration covering such matters as the provision, nature, 
and approval of the services, etc. As with trade descrip- 
tions in respect of goods, anything not amounting to an 
actual statement about the enumerated matters, but which 
is likely to be taken for such a statement is deemed to be 
a tatseasvatement. 


Administrative authority to define expressions used 
in connection with goods and services is given to the 
Boardsot Trade -by section.7 and section 15) )-Further the 
Board of Trade is empowered (under section 8) to order that 
mandatory information and instruction accompany goods. 
Section 9 enables the Board of Trade to require mandatory 
information in advertisement. The Board of Trade is re- 
quired to consult with interested organizations and no 
order can be made without giving such organizations 28 days 
NOUCICEe. 


Prosecutions under the Act can be by way of summary 
conviction or indictment; on summary conviction the maximum 
fine is £400 - on indictment a fine or imprisonment or both. 


The Trade Descriptions Act 1968 provides a due 


diligence defence where the accused can also prove that 

the commission of the offence was due to a mistake or to 
reliance on information supplied to him or to the act or 
default of another person, an accident, or some other cause 
beyond his control (section 24). A defence for innocent 
publication of an advertisement is also provided (section 25). 
Directors and managers of corporations can be found guilty 
of an offence committed with their consent, connivance or 
negligence. 


The local weights and measures authority are re- 
quired to enforce the provisions of the Act and when dir- 
ected to do so, report to the Board of Trade, which also 
has authority to inquire into improper discharge of res- 
ponsibilities by the local weights and measures authorities. 
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FEDERAL TRADE COMMISSION (U.S.) PROTECTION - AN 
ADMINISTRATIVE PROCESS 


In the execution of its responsibilities under 
section 5 of the Federal Trade Commission Act, the Com- 
mission utilizes both guidance activity and procedural 
remedies. 


The Commission derives its regulatory powers over 
advertising from section 5 of the Federal Trade Commission 
Act. Three requirements must be met before the Commission 
may issue an order prescribing acts or practices alleged to 
bée«in vrolation vet ‘this section 7) ~banst, ttheyactsorepractice 
complained of must be an "unfair method of competition, or 
an unfair or deceptive act or practice" within the meaning 
of ‘the Act. 7 Secondly; the actor practice-mustsbe tn. Inter 
state!’ commerce. Finally, the act or practice must be of 
sufficient magnitude to warrant Commission action in the 
“public interest". Failure of the Commission to meet the 
above requirements will result in the dismissal of the 
matter upon appeal. 


Through its guidance activities, the Commission 
seeks to encourage voluntary co-operation and corrective 
measures on behalf of organizations without the Commission's 
resorting tosbegal-action: “ybor éexanple, there mayerssue 
industry guides, trade regulation rules, advisory opinions, 
or policy statements disseminated through press releases. 

In addition, the Commission periodically holds public 
hearings during which interested parties, including members 
of thespublice; sare invited stovexpress thei neviews On Yanious 
practices within a particular industry. The information ob- 
tained from such hearings is then utilized by the Commission 
in.detenmmanine «the necessity loretuncier aotmon- 


Where investigations have disclosed that individuals 
or corporations may be engaged in deceptive acts or prac- 
tices in specific instances, the Commission utilizes one of 
three procedural remedies. The first of these remedies is 
the assurance of voluntary compliance, formerly termed a 
"stipulation". If an investigation reveals that a proposed 
respondent has been engaged in deceptive activity and has 
already discontinued the practice or is expected to shortly 
discontinue the practice with the termination of his present 
advertising campaign the matter may be disposed by means of 
an assurance. Use of the assurance as a method of dispo- 
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sition of a matter depends upon the good faith of the proposed 
respondent and to a greater degree upon whether the public 
interest will be protected by the assurance. Although as- 
surances contain promises that the proposed respondents will 
not engage in the questioned activities in the future, they 

do not usually contain admissions that the questioned prac- 
tices amounted to a violation of the Federal Trade Commission 
ACE 


The second remedy is the consent order. If an in- 
vestigation has revealed practices which may violate ythe 
Act, and the public interest would not be protected by the 
acceptance of an assurance from the proposed respondent, the 
matter is settled by the formal complaint procedure. In 
the event the proposed respondent desires to Avoid) lPelgavion, 
he may execute a consent order. Such an order contains a 
prohibition against participation by the respondent in the 
practices enumerated in the order, but does not contain an 
admission that the questioned practices violated the Act. 
Provision for "corrective" advertising has, on several oc- 
casions, been negotiated. The Commission then issues its 
complaint against the respondent, accompanied by the ex- 
ecuted consent order which becomes a final order at that 
time. Violation of the order subjects the violator to the 
penalties provided by the Act. 


The third remedy is the litigated order. In the 
formal complaint procedure, if the proposed respondent 
disputes the Commission's allegations and refuses to execute 
a consent order, litigation of the matter yesultse (Ine *case 
is then tried before a hearing examiner. Appeal may then 
be taken to the Commission either by the respondent or the 
Commission's counsel. After a hearing before the five- 
member Commission, the respondent may then appeal an adverse 
decision to the circuit court of appeals. Further appeal 
may be taken either by the respondent or the Commission to 
the Supreme Court. Only after appeal through the judicial 
process has been exhausted does the Commission's order 
become final, and only in this manner are particular ac- 
tivities adjudged to violate the Act. 


The broad section 5 congressional mandate also 
gives the Commission power to declare unsubstantiated ad- 
vertisements to be unfair and deceptive acts within the 
meaning of section 5. The F.T.C.'s-advertising substan- 
tiation program requires advertisers upon F.T.C. demand to 
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submit all tests, studies or other data existing prior to 
the dissemination of the ad purporting to substantiate any 
claims, statements, or representations made regarding the 
safety, performance, efficacy, or comparative price of the 
product ddvertised. This information; with the exceprionsor 
trade secrets, customer lists and other privileged or con- 
fidential financial information, becomes part of the public 
record. If the submitted documentation is not satisfactory, 
action. may be takén. ‘by the Fil Cestossiittatescomua mine 
proceedings, or to have the ad withdrawn and corrective 
advertising ordered. 
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AMENDMENTS TO FEDERAL TRADE COMMISSION RULES 
OF PRACTICE & PROCEDURE 


In*January; 1975, the: U.S. Gongress passed the 
Magnuson-Moss Warranty - Federal Trade Commission Improve- 
menteAce which affected the Commission's practice in all its 
activities-from initial investigation to Supreme Court agru- 
ment. Aside from extending Federal Trade Commission commerce 
jurisdiction to "affecting" commerce, expanding investigative 
authority, providing authority for self-representation in 
Civil proceedings and producing consumer product warranty 
tegislatiom, he Act provided for revisionainy areas suchvas 
rulemaking, civil penalties for knowing violations, and 
consumer redress. 


thesAct conters specific: authori tyeon the Federal 
Trade Commission to issue trade regulation rules defining 
unfaixr or deceptive acts or practices. The Commission pre- 
viously had quasi-legislative power to write specific 
standards of conduct under section 5 of the Federal Trade 
Commission Act. The Magnuson-Moss Act provides a basic 
notice-and-comment rulemaking power in accordance with the 
Administrative Procedure Act and also for a required in- 
formal hearing. It allows the Commission to group together 
persons interested in the proceedings who have similar in- 
terests for the purpose of facilitating cross-examination. 
Finally, the Act provides for judicial review of Trade 
Regulation Rules in accordance with the Administrative 
Procedure Act. 


With respect to civil penalties for knowing vio- 
lations, the Commission may now seek civil pealties in U.S. 
District Court from any person, partnership, or corporation 
which engages in an unfair or deceptive act or practice 
with respect to which the Commission has issued a final 
cease and desist order - whether or not the person, partner- 
ship, or corporation is subject to the order - provided 
the act or practice was done with actual knowledge that the 
act or practice was unfair or deceptive and violates section 
5. In addition for the first time, civil penalties - $10, 
000 per violation or per day - will now be available as a 
sanction for violations of Trade Regulation Rules provided 
only that the respondent has actual or constructive know- 
ledge. 
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With respect to consumer redress, the Commission 
may sue in federal or state court on behalf of those sub- 
jected to unfair or deceptive acts or practices which led 
to a cease and desist order against the violator and 
which a reasonable man would kriow to be dishonest or fraud- 
ulent. Redress also lies for violation of any Trade Reg- 
ulation Rule, but in respect of ‘such violation nosdishonese 
or fraudulent. standard is imposed.’ The. type of relief 
available is in the court's discretion and includes damages, 
recision or reformation of ‘contracts, refund of money or 
return of property but cannot be extended to include exem- 
plary or punitive damages. 
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STATE LEGISLATION TO COMBAT UNFAIR TRADE 
PRACTICES 


Forty-eight states have enacted laws more or less 
like the Federal Trade Commission Act to prevent deceptive 
Aid Untadmer ade practices. 


This revision is to reflect recent enactment of 
such legislation by Georgia, Mississippi, Nebraska, and 
West Virginia. 


In the two states not having such laws, Alabama 
and Tennessee, consumer complaint clearinghouses have been 
established to facilitate the taking of action under ex- 
isting laws, and possibly to recommend new legislation. 


To aid states in drafting legislation to prevent 
deceptive and unfair trade practices, the Federal Trade 
Commission has set forth three alternate forms of coverage: 


Alternaterrorn: Nos «1 


Utilizes broad language from Section 5 of the 
Federal Trade Commission Act to prevent "unfair 
methods of competition and unfair or deceptive 
acts or practices’ in trade or commerce. 


14 States 
Alaska, Connecticut, Florida, Hawaii, Llanes; 
Louisiana, Maine, Massachusetts, Montana, North 


Carolina, South Carolina, Vermont, Washington, and 
Wisconsin. 


Alternate Form No. 2 


Reaches all forms of deceptive trade practices 


14 States 


Arizona, Arkansas, California, Delaware, lowa, 
Kansas, Kentucky, Maryland, Minnesota, Missouri, 
New Jersey, New York, North Dakora, and West 
Vicon. 
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Alternate Form No. 3 


Itemizes deceptive practices, usually with a 
''catch-all"' clause to reach other forms of 
deception 


17 States 


Colorado, Georgia, Idaho, Indiana, Michigan, 
Mississippi, Nevada, New Hampshire, New Mexico, 
Oklahoma, Oregon, Pennsylvania, Rhode Island, South 
Dakota, Texas, Virginia, and Wyoming. 


The Uniform Consumer Sales Practices Act, developed 
by the National Conference of Commissioners on Uniform State 
Laws, is: 


Similar in deceptive practice coverage’ topAlternate 
Form No. 3 above, but extends also to unconscionable consumer 
sales practices. It or a variation of it has been adopted in 


3 States 
Ohio, Utah, and Nebraska, 


The forty-eight state laws mentioned above typically 
contain authorization for the administering or enforcement 
official to conduct investigations and to issue cease and 
desist orders or_obtain.court injunctions ‘toghatr the use 
of deceptive or unfair trade practices. 


Restitution may be ovtained by the administering or 
enforcement official on behalf of aggrieved consumers in 


40 States 


Alaska, Arizona, Arkansas,./Galiformia..Goloradg, 
Connecticut, Delaware, Florida, Georgia, Hawaii, 
Idaho, Illinois, Indiana, Iowa, Kansas, Kentucky, 
Louisiana, Maryland, Massachusetts, Mississippi, 
Missouri, Montana, Nebraska, Nevada, New Jersey, 
New York, North Carolina, North Dakota, Ohio, 
Oregon; Rhode? Island; South Carolina. ssouth Dakota, 
Texas, Utah, Vermont, Virginia, Washington, Wis- 
consin, and Wyoming. 


assessed 


“Tih? t~ 


Cave Penaltresitor al iimitialeviolataonymay be 
in 


ZS uates 


Alaska, Arizona, California, Connecticut, Georgia, 
Hawaii, Kansas, Kentucky, Minnesota, Montana, 
Nevada, New Hampshire, New Jersey, New Mexico, New 
York, North Carolina, Oregon, South Carolina, 
South Dakota, Texas, Vermont, Washington, and 
Wisconsin. 


Class Actions by consumers are authorized in 

TS votates 

Alaska, California, Connecticut, Indiana, Kansas, 
Massachusetts, Missouri, New Hampshire, New York, 
Ohio, Oregon, Rhode Island, Texas, Utah, and 
Wyoming. 


Private Actions by consumers, sometimes including 


minimum recovery of $100 or $200, sometimes including double, 
treble or punitive damages, and usually including costs 
and attorney fees, are authorized in: 


38 States 


Alaska, Arizona, California, Colorado, Connecticut, 
Florida, Georgia, Hawaii, Idaho, Illinois, Indiana, 
Kansas, Kentucky, Louisiana, Maine, Maryland, 
Massachusetts, Minnesota, Mississippi, Missouri, 
Montana, Nebraska, New Hampshire, New Jersey, North 
Carolina, Ohio, Oregon, Rhode Island, South Carolina, 
South Dakota, Texas, Utah, Vermont, Virginia, 
Washington, West Virginia, Wisconsin, and Wyoming. 


Rules and Regulations 


Authority for issuance of rules and regulations to 


implement deceptive, unfair or unconscionable trade prac- 
tices statutes is contained in the laws of 


28 States 
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Alaska, Colorado, Connecticut, Delaware, Florida, 
Georgia, Hawaii, Idaho, Illinois, Iowa, Louisiana, 
Maine, Maryland, Massachusetts, Minnesota, Montana, 
New Hampshire, New Jersey, New Mexico, North 
Dakota, Ohio, Oregon, South Carolina, South Dakota, 
Utah, Vermont, West Virginia, and Wisconsin, 


Rule-Making Authority varies from state to state. 
It is vested in the attorney general, with the following 
exceprlons: 


Wisconsin - Department of Agriculture 
Montana and Utah - Department of Business Regulation 
Minnesota and Ohio - Department of Commerce 
Connecticut - Department of Consumer Protection 
Florida - Department of Legal Affairs (attorney 
general), with concurrence of a majority 
Of eee sGapilet 
Louisiana - Director of Consumer Protection in the 
Governor's Office, with the concurrence 
of the Attorney General and the Con- 
sumer Advisory Board 
Delaware, Georgia, Hawaii - Similar to Louisiana, 


Enforcement, Of deceptive and intalr trade practices 
laws through court action as vested in the Attorney General. 
with the following provisions and exceptions: 


Ar Oldee Gali, Orniias, .OlOnade. JOVSERL et. County, 
Florida, Kansas, Kentucky, VOT -CILy -actorneys 
Michigan, Minnesota, Mississippi, )share enforce- 
Nebraska, New Mexico, Oregon, Jment responsi- 
South Carolina, South Dakota, VDL ty with 
TéxXas, Virginia, and Wisconsin jAttorney General 


Louisiana - Attorney General shares enforcement 
responsibility with the director of consumer pro- 
tection in the Governor's Office and the district 
attorneys. 


Connecticut - Department of Consumer Protection 
or the Attorney General 
Ohio and Utah - Department of Commerce or the 
Attorney General or the county 
attorneys 
Montana - Department of Business Regulation or 


mil ul cs Nie 


the county attorneys 
Nevada - Department of Commerce, Attorney 
General or the district attorneys 
Hawaii - Director of consumer protection in 
the Governor's Office 


Office of Public Information 
Federal Trade Commission 
Washington, D.C. 20580 
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Appendix B 


ADVERTISING, COMPETITION AND THE ECONOMY: 


A SURVEY 


H.J. Wilton-Siegel 
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INTRODUCTION 


Economists have not, until recently, had a great deal 
to say about the economics of advertising. In part, no doubt, 
this can be attributed to a concern for grander problems of 
macro-economic analysis and market theory in which advertising 
apparently played only a supporting role. But there is little 
doubt that advertising also poses a problem which classical 
economists find difficult to answer. 


Classical demand theory presupposes a world of goods 
available. to-ai typical consumer. Subject to his, budgetary 
constraint, the consumer allocates his expenditures among such 
goods so as to equate marginal utilities per dollar of expen- 
diture in order to maximize his expected utility. But this 
analysis assumes as a fundamental tenet of demand theory that 
consumers face the allocation decision with perfect knowledge. 
Absent complete information on the part of the consumer and 
the theory must be reformulated or replaced. The understand - 
ing that consumers may not possess complete information, indeed 
that constant learning is a feature of buying behavior has led 
economists to question the validity of utility theory. As re- 
cent studies of advertising have stressed its informational 
role or suggested that the consumer approaches the maximiza- 
tion process with a moulded set of choices, this research has 
reinforced the modern skepticism regarding classical demand 
cNeOLry. 


This paper represents a survey of the literature to 
date on the economics of advertising. The framework is large- 
ly but not entirely that of utility theory and classical eco- 
nomics. As such it often operates on two levels. To the ex- 
tent that criticism of theoretical models and empirical stud- 
ies are made within the traditional set of postulates, it 
seeks to explain the debate and to define the prevailing con- 
sensus. However, the essay also considers several theories of 
advertising which are either based upon or imply a theory of 
consumer demand which denies accepted utility theory and ne- 
gates many of the appealing logical deductions yielded by de- 
mand theory. 


The essay is divided into several sections. After 
stating a few qualifications and providing an initial perspec- 
tive, the logical next step is a consideration of the aggre- 
gate effects of advertising. The following section concen- 
trates on particular macro-economic aspects of advertising. 


= 126 - 


Economic analyses are concerned with two separate markets - 

the market for advertising messages, in which advertisers par- 
ticipate.in, the démand “side and. theimedia act» as Suppliers, and 
the markets for advertised products, in which advertisers are 
suppliers and the ultimate consumers present the demand. The 
third section of the paper considers the market for advertis=— 
ing messages. The fifth section is then concerned with the 
question of central importance for economists - whether adver- 
tising is an inherently anti-competitive influence in the mar- 
Kets, tor=advertused products. “WiesehivdeandetrbtrescCUlons 

are however separated by a transitional section which examines 
the causal relationship between advertising and consumer de- 
mand. The sixth section considers briefly a few arguments 
raised as justifications for any anti-competitive influence 
which advertising may exhibit. Finally, the last section sum- 
marizes the paper and offers a few reflections on various pro- 
posal’s for reform in’ the light of theseonclusions*of this? study 
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I PERSPECTIVE AND QUALIFICATIONS 


| It is perhaps appropriate to begin with a workable 
definition of advertising and a few statistics. For a defi- 
nition we can use that provided by Colley (13): 


...maSs paid communications, the alternate purpose 
of which is to impart information, develop attitudes 
and induce action beneficial to the advertiser 
(generally the sale of a product or service). 


Advertising is to be distinguished from other forms 
of promotional selling such as produce design, model changes, 
packaging, service, and even performance. Which torm ot seit 
ing technique is emphasized depends very much upon the wiature 
of the industry, the product and institutional constraints. 
It is beyond the scope of this paper to consider other forms 
of intensive selling but it should be noted for polacy=pur 
poses that to some degree, as Doyle (20) suggests, such tech- 
niques are substitutes for advertising. 


Broadly, all advertisements fall within one of three 
categories: 


1. advertising of the identity of buyers or sellers; 
QP orice ddvertisine, 
3... quality advertising. 


Classified ads and mail campaigns concentrate on conveying 
information regarding the identity of sellers and thespuce 
vailing price. Television ads not only stress the identity of 
sellers but also attempt to impress the viewer with the quality 
or particular attributes of the good. It is hard to challenge 
the proposition that the typical advertisement for a consumer 
at least communicates: 


- the name of the product 

= “‘the use of the product 

_ the fact of availability of the product 
- the identity of the seller 

- the fact that the product is advertised 


though such advertisements may rarely give the price and even 
more rarely communicate much else. A major question which 
runs through much economic literature is whether the role of 


of Or ee 


advertising is to be understood in terms of its information- 
dispersing role. Undoubtedly consumers demand information. 
However it is suggested in this paper that national consumer 
advertising 1s best understood :in.terms of 2fs non- 
informational functions. 


For statistics Doyle (20) has stated that advertising 
in 1960: constituted 2.7 per cent of consumer expenditure in 
the United Kingdom and 73. / per centinethe Uniicde tatoos 
Johnson (41) cites a figure of 25 per cent ,of Uconsumer oxo te 
ture for Canadan 1961. While Statistics avewiocercid Ulyaav 
hand it seems clear that the bulk of advertising is conducted 
by manufacturers of consumer products. Indeed, much of the 
literature amplicatly assumes that sdiffterent economic conce= 
quences might obtain if one were to concentrate upon advertis- 
ing at the distribution stage (see for example Kaldor (42)). 


An enquiry into the economics of advertising by manu- 
facturers, then, be conceived in one of two ways: 


Ih aS an C€Xercise 1n positive economiceoullinine 
the factors which determine the present. scalc 
Of cexpendutumes ion advertising tevarious 
industries; 


2. aS an examination of the effects of advertising 
upon the allocationvotresourcessi..c. eas all 
exercise in welfare economics. 


For the most part this paper is concerned with the former. 
However, it also examines the allocative implications of a 
policy designed to restrict or totally abolish consumer 
advertising. 


Finally some limitations of the study should be 
noted. First, it does not deal explicitly with fraudulent, 
patently misleading or deceptive advertisements. Until re- 
cently this has not been an aspect of the field which has at- 
tracted the attention of economists. Secondly, it is primari- 
ly concerned with advertising of established products. 

Borden (10) in his seminal study of advertising concluded: 


Study of demand for a wide range of products leads 
to the conclusion that basic trends of demand for 
products are determined primarily by underlying 
social and environmental conditions, and that adver- 
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tising by itself serves not so much to increase de- 
mand for a product as to speed up the expansion of 
demand that should come from favourable conditions, 
or to retard adverse demand trends due to unfavour- 
able conditions. 


iene as lrttle reason sto doubt “that advertrsing, im 
relation to newly-introduced products does serve to speed up 
demand. However, economists have traditionally abstracted 
from the case of new products and dealt with the influence 
of advertising in relation to established products in estab- 
lished industries. 


Finally the author does not claim to have conducted 
a complete survey of the available literature. This paper 
represents no more than an attempt to organize and summarize 
the more important contributions to the professional 
literature over the past 35 years. 
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II AGGREGATE EFFECTS 


At the aggregate level of economic analysis, one 
might pose three questions for further examination: 


1. does advertising affect employment and/or 
aggregate demand? 

on does advertising influence the level of demand 
for goods between industries? 

Se does advertising cause inflation? 


As regards the inflationary impact of advertising, 
it does not appear that any judgment can be rendered on this 
possible effect at the aggregate level. The discussion is 
more properly postponed to a later section in which the intra- 
industry effects = particularly. the -olacopolisticeet feets s- 
of advertising are considered. As market structures (and the 
role of advertising within such markets) vary across indus- 
tries, whatever inflationary impact advertising may exhibit 
is best understood as the summation of unevenly distributed 
Iniluences. operatins, 1m Specit1c” sectors: Of tcie rc Colony same e 
cordingly, further attention is focussed on the first and 
second problems in that order. 


The discussion of the effects of advertising upon 
aggregate demand and employment is more properly subdivided 
into a consideration of two subsidiary problems. 


First, one must consider whether advertising influ- 
ences the distribution of consumer disposable income between 
spending and savings - i.e. the average propensity to consume. 
Galbraith (32) (33) (35) has argued that the extensive use of 
advertising made by large corporate units in response to the 
economic conditions of the new industrial state has encouraged 
an increased consumption:income ratio across the economy. As 
Solow (70) puts the argument: 


Galbraith believes that in the absence of 
persuasion, reduced to their already satiated bio- 
logical needs for guidance, consumers would be at a 
loss;total consumer spending would fall and savings 
would simply pile up by default. 


The hypothesis has been tested twice with conflicting 
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results. Taylor and Weiserbs (80), using a Houtthaker-Taylor 
stock adjustment model, found some evidence in favour of Gal- 
braith's proposition. They conclude, rather reluctantly it 
would seem: 


Based on an analysis of advertising expenditures in 
the aggregate our results suggest that advertising 
does in fact tend to increase consumption at the ex- 
pense of saving. But as to what the causal mechanism 
underlying this is, we unfortunately cannot say. It 
may be that advertising actually succeeds in altering 
tastes a la Galbraith, but then again it may be that 
advertising is simply serving to bring new goods and 
Scuvices, tonne, atvcentuon of iconsumerns< 


Taylor and Weiserbs themselves, suggest some limita- 
LLONSecCO cher study;specifically.,. they mote, that. relianceson 
aggregate date may imply that their results suggest nothing 
more than errors of aggregation. Moreover they note that the 
results suggest that the causal relationship between advertis- 
ing and consumption is not undirectional but rather 
Simultaneous. 


The latter finding is substantiated by Schmalensee 
(65) who found no real evidence of any influence of advertis- 
ing on either aggregate total consumption or aggregate con- 
sumption of goods. Schmalensee estimated equations for con- 
sumption using advertising as an explanatory variable. He 
then examined the coefficients for the advertising variable 
ence tomstatistics, aseadvertising date; fon wthe previous, pre- 
sent and subsequent periods were used. He found that sub- 
sequent advertising data provided the best explanation of 
consumption suggesting that advertising adjusted to sales, 
not sales to advertising. In addition, he found that quarter- 
to-quarter variations in total national advertising expendi - 
tures in major media could be explained by consumer spending 
on durables and non-durables again suggesting that advertising 
responds to sales rather than influences consumption. 


On a casual basis, Solow (72) doubts the Galbraith 
preposition: 


It is open to legitimate doubt that advertising has 
any detectable effect at all on the sum total of 
consumer spending, or, in other words, on the choice 


mig Ge 


between spending and saving. 


Kaldor (42) in his classic essay, also doubted both the pro- 
position that the consumption:income ratio had been altered 
and the possibility that any proof could be sustained. 


A second question, which has lost economic appeal 
lately, is whether advertising acts as a stabilizing force in 
the economy thereby promoting high employment. The contention 
was convincingly disposed of by Kaldor (42). He notes that 
even if advertising operated to raise the consumption:income 
ratio there is no indication that advertising sets in motion 
a multiplier process necessary for economic regulation. More- 
over advertising has a tendency, along with other selling 
costs and private investment, to vary positively with general 
economic activity and to that extent accentuates rather than 
counteracts economic fluctuations. Finally, he notes that any 
justification of advertising as an employment-creating force 
must, in a world of economic regulation targeted towards full 
employment, involve an examination of the welfare effects of 
alternative policies designed to meet the same end: 


This means that in investigation the effects of 
advertising on employment the question to be examin- 
ed is not whether advertising stimulates employment 
as such, but whether as a method of increasing em- 
ployment it is better or worse than other methods. 
It is by no means clear that advertising is to be 
considered preferable to subsidy programs, unemploy- 
ment insurance plans, and employment projects as a 
means of stabilizing employment. 


It is clearly difficult to define conclusions in re- 
spect of the effect of advertising on aggregate demand and on 
employment. The second question - whether advertising has an 
allocative function between industries rather than merely 
among brands within a particular industry - is almost as un- 
resolved. “And, "aif-such a-shitt'.cecurs; as Kaldor (42) notes. 
it is clearly impossible to assess the welfare implications 


on consumers of such a shift using traditional economic 
analysis. 


. This interindustry effect has been examined in two 
Studies. Comanor and Wilson (16) estimated demand functions 
from time series data for 28 industries including as explan- 
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atory variables the traditional variables of price and income, 
a state variable and a variable representing advertising. 

They found that advertising almost never had a negative affect 
on demand and was more frequently significant than the price 
variable. They also noted the significance of the relative 
Clasmuctles < 


Although the elasticity of sales response to changes 
in advertising is typically less than the elasticity 
with respect to price changes, the magnitude of the 
effect of an increase of one percentage point in the 
advertising:sales ratio is typically much greater 
than the magnitude of the effect of a one percent 
reduction if price. (emphasis mine) 


They conclude: 


The argument that advertising serves merely to allo- 
cate spending between brands within broad groupings 
of products is called into question by these Tresui tae 
If anything, advertising comes through as a more im- 
portant determinant of the interindustry allocation 
Of esalesathan. are relative prices: 


However, they also note evidence in their results of 
an additional causal relation running from sales to advertis- 
ing beside that running from advertising to.sales. ‘This, is 
consistent with a study conducted by Schmalensee (65) which 
focussed attention on the effectiveness of advertising in stim- 
ulating industry demand in the American cigarette industry. 
Schmalensee concluded rather negatively that: 


tthe Significance of these SUS ie> not 
sufficient to allow us to conclude that industry 
advertising had any effect on industry demand. 


This result was consistent with earlier studies by Meissner 
(52), Taylor (79) and Peles (62) though not with the findings 
of Nerlove and Waugh (58). Schmalensee suggests that the ex- 
Mianation 15 to be found in the simultaneous adjustment of ad- 
vertising to sales which results in an upward bias in the ad- 


Seay ee 


vertising coefficient unless simultaneous equation techniques 
are employed. 


On balance it is suggested that the Comanor and Wilson 
results, based in part on simultaneous estimation techniques, 
and the Nerlove and Waugh findings, which implied a dynamic 
effect of advertising, ace to; beapreterred. selie resi ktsesng- 
gest that high levels of advertising are incurred by an in- 
dustry not as a means of increasing the market share of any 
particular firm but as a means of increasing industry demand 
relative to other consumer industries. However wasteful ad- 
verbising is within an industry, “the ‘combined level or yexpen- 
diture may be successful in increasing demand from outside it. 


The examination of the aggregative effects of adver- 
tising leads naturally to broader questions of economic or- 
ganization and development. While a detailed study of imag- 
inative economic writing in this area is beyond the scope of 
this paper, three arguments might be mentioned briefly. 


Kaldor (42) has attributed the rise of advertising to 
the substitution within the modern economy of a system of man- 
ufacturer's domination for the earlier (nineteenth-century) 
form of wholesaler's domination. Writing in the 1940's he 
envisages: the emergence of a countervarling force vor sretarier s 
domination. Galbraith (32) (33) (35) extends the argument in- 
to a world of large investment in technology and capital, long 
intervals between initial planning and final consumption, and 
consequent intensive planning. “The typrcal igm response to 
these factors and to the risk and uncertainty of market con- 
ditions is the assertion of control over the market, private 
and public. In this world advertising serves three functions: 


ite to eliminate, the: possiba bity of anadequatesor 
unpredictable price behaviour for a proposed 
good; 

2. to justify and sustain the acquisitive ambitions 


of consumers in order to maintain a high level 
of aggregate demand;and 


Be to enhance the prestige of and ensure the con- 
tinued operation of the industrial system. 


On the other hand Johnson (41) argues that the nature 
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of intensive selling techniques has been conditioned by the 
largely fortuitous development of the mass media: 


A more fundamental explanation, in my judgment, lies 
in the development of cheap media of mass communica- 
tion, which have made it possible to address messages 
to large numbers of persons simultaneously at a lower 
cost per person addressed than the cost of person-to- 
person selling and so have fostered both the substi- 
tution of advertising for personal selling and in- 
creased emphasis on selling as a branch of business 
ACLVELY . 


He suggests that the mass media are determinative of the mes- 
sages to be carried. Even more significantly, the economics 
of media advertising also restrict the number of potentially 
advertisable goods to the finite class of products which are 
purchased frequently or which yield a high profit though in 
either case consumers must be sensitive to advertising appeals 
and not highly sensitive to price. 
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III MARKET FOR ADVERTISING MESSAGES 


Economists have distinguished two conceptually sepa- 
rate problems respecting the allocation of resources: 


Ls the allocation of resources to the production 
and distribution of advertising messages, and 


ae the allocation of resources vo tie prouuclLop 
and distribution of highly advertised as opposed 
to unadvertised products. 


Both markets are traditionally examined in terms of the ortho- 
dox supply and demand analysis though recently some studies 
have suggested that a more dynamic analysis might be more ap- 
propriate. This section will examine the function and impact 
of advertising in the market for advertising messages. It 
also addresses the question of whether the current volume of 
advertising is excessive and provides a preliminary framework 
for the treatment of the anti-competitive influences of adver- 
tising presented in section V. The discussion will conclude 
with a caveat regarding the acceptance of the traditional 
theory of the demand for information. 


The conceptually interesting problem regarding the 
market for messages concerns the demand for messages, 1.e., 
the demand for advertising. Our typical consumer is faced 
with a variety of sources of information including personal 
inspection, direct experience with the product, word-of-mouth 
information, journals and other informed sources, and adver- 
tising. The role of advertising is best understood in the 
larger context of consumer search theory. The demand for ad- 
vertising represents one aspect of the demand for information. 


The ‘classic starting-point’ for the analysismais 

Stigler (75). Stigler assumes a typical market in which 
homogeneous products are traded. The gains from new informa- 
tion are reflected in lower asking prices by sellers and in- 
creased search is assumed to yield diminishing returns with 
the result that the information-demand curve is downward 
Sloping. Consumers will continue to search for information 
provided the expected saving in cost exceeds the marginal 
cost of searching. At the optimum, the marginal cost of an 
extra unit of search just equals the expected saving (being 


ee 


the quantity to be purchased times the expected reduction in 
price). The costs of search are reflected in either the price 
charged for information services or the opportunity costs to 
buyers’ of direct Search in ‘terms of income’or leisure’ fore= 
gone. Over time, the optimal quantity of search for goods 
purchased with any degree of frequency will depend upon the 
correlation of individual asking prices in successive time 
periods. Where the'correlation of asking prices is unity, 

no further search need be undertaken in successive periods; 
at the other extreme, where the correlation is zero, a new 
search must be conducted in each period in which purchases 
ave contemplated. “in intermediate periods the initial search 
will assist the consumer in subsequent periods by reducing 
Search @npthe later periods. 


The analysis has been extended by Mincer (54) to take 

bavgemrates- imtoo account.  He*points out ‘that ‘onlyvit the ratio 
of consumption of a particular good between two persons earning 
different Salariés is. equal to the ratio of their réspective 
Woveeraucs width the expected reduction il price per unit srom 
an additional unit of search be identical for the two consum- 
er eee, tor cxample, ‘the richer individual consumes more 
than twice the amount of the good than his counterpart, his 
optimal amount of search will be greater than that of the low- 
er wage earner by virtue of a higher marginal revenue. Con- 
versely, if our richer individual consumes less. Accordingly, 
he reasons that for goods exhibiting an income elasticity 
greater than unity, the richer consumer will acquire more in- 
formation and pay typically lower prices; conversely he will 
acquire less information and pay higher prices than his lower 
wage counterpart for goods with an income elasticity less 
thaneunity.* Holton (37) has pointed out that the typical con- 
sumer initiates the search process with a varying degree of 
information based on previous experience, the nature of the 
product if it is readily observable, the rate of technological 
change and the stability of asking prices over time. Both 
Holton and Mincer stress that consumer characteristics will 
affect the optimal amount of search in particular markets. 
But Holton's argument also demonstrates that information about 
the quality of goods, rather than merely the price of goods is 
not adequately dealt with by Stigler's analysis if the assump- 
tion of fully homogeneous products is dropped. 


There are at least two ways to reconcile the Stigler 
theory with the problem of quality information. Farley (26) 
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has suggested that where brands in the same commodity class 
can be regarded as good substitutes, buyers may be said to 
search for the lowest price among alternative brands rather 
than merely for the lowest=price for awe ene byands yy iiiceas- 
sumption however merely extends the range of the theory of 
search for price information into the world of branded goods. 
Insofar as branded goods exhibit or are perceived to exhibit 
quality differences, shisveanalysisehase#little, tomadd. 


An alternative proposed by Comanor and Wilson (16) 
is to measure the gains from additional search by the increase 
in perceived performance that is due to searching further for 
a better product as well as for lower prices. Accordingly 
the higher the perceived variance in product performance 
among brands in a commodity class the greater the gains from 
increased search. It should be noted, however, that the in- 
formation costs within this framework should be corresponding- 
ly greater than in the case of fully homogeneous products. 
And indeed, as Holton (37) has suggested, where the frequency 
of introduction of new products is high information costs will 
Husessubstantiadd ve 


Accepting the demand-for-advertising curve as derived 
from the demand for information then, one can address the prob- 
lem of the Justification of the existing volume of advertising. 
Theresare: two questions. anvolved as Doyle, (20) pointed our: 


|... are consumer, informatiom requirements surfacient— 
ly Tange to justitye thesexpenditunesob between 
0 


* and 4% of consumer expenditure in Canada, the 
United States, and -therUnited Kingdom: 


2. cOuld the same function be performed, more 
efficiently? 


The following discussion focusses on possible answers to the 
first question but a brief consideration sof theasecond 
inevitably follows. 


In order to proceed we must complete the supply and 
demand apparatus by adding the supply curve. The following 
analysis is based on an article by Steiner (73) as 
elaborated by Comaner and Wilson (16). 
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VOLUME OF ADVERTISING MESSAGES 
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Assuming the demand curve (indicated by curve D on the graph) 
to be downward sloping, it is clear that the demand curve for 
advertising reaches the horizontal axis at some point indicat- 
ing that at that volume, consumers are only prepared to demand 
the messages if they are distributed at no cost, that is ime (cane, 
messages are free. Beyond that point more messages are absorb- 
ed only at a negative cost - if consumers are paid to receive 
such messages. Payment is conceived of in terms of the sub- 
sidy rendered to newspapers, magazines, radio and, particularly, 
television. Put another way, the entertainment provided by 
these media represent the payment to consumers for acceptance 
of the concomitant advertising. 


The costs of the supply of advertising might be con- 
veniently regarded then as embracing a fixed cost and a vari- 
able cost. The fixed cost (shown by line S above) represents 
the supply prices for production and distribution of advertis- 
ing messages; constant costs are assumed for convenience. 
Beyond the point X, the supply curve S* includes a variable 


ae 


cost representing the cost of the subsidy to the various media 
services and hence to the consumers. The price and quantity 
of advertising messages actually obtained in the market de- 
pends upon a second demand curve representing the demand by 
suppliers for advertising messages (indicated by D' in our 
graph) which are purchased from the media and which are con- 
veyed to consumers. The clearing price and quantity in our 
graph is given by the intersection of S* and D'. Accordingly 
the volume of advertising messages provided is given by OY, 
the cost per message of OB being composed of a fixed cost OA 
and a variable or subsidy cost AB. Advertisers pay a total 
of OBZY of which ABZY represents a "'subsidy" to the media. 


The graph suggests that, as Comanor and Wilson (16) 
point Out, Joint productsmcxist in tie supply Om admer@laca 
products. However the joint supply is not that of the adver- 
tised product and the advertising message as Kaldor (42) and 
Telser (84) have suggested. Rather the joint supply involved 
is that of the advertising message and the media content or 
entertainment. The price and quantity demanded of the adver- 
tised product are determined by factors operating in the mar- 
ket for the advertised products. In particular, since the 
advertised product is not regarded as supplied in common with 
its own advertising, the price of the advertised product is 
not automatically given by the cost of the good plus the cost 
of the advertised product as is commonly assumed. 


The analysis further suggests that while advertising 
enters the supply function of the supplier of the advertised 
good in the product market, it is the market characteristics 
which ought to be more closely examined to ascertain whether 
advertised goods are sold at a higher price than unadvertised 
goods. Specifically the analysis suggests that attention 
must be focussed on the factors which influence the shape of 
the product demand curve. A later section of this paper dis- 
cusses the role that advertising may play in influencing the 
Shape of the demand curve by creating barriers to entry or by 
Stimulating product differentiation. 


The preceding analysis provides a means of assessing 
the debate on the existing volume of advertising. The most 


lucid criticism is offered by Kaldor (42) as summarized by 
telser (a4): 
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The amount of advertising supplied is excessive re- 
lative to the demand because in most cases advertis- 
ing is provided at a zero price to potential buyers 
while the cost of advertising is positive oO seOCtoes, 
Since advertising employs scarce economic resources, 
one would think that the suppliers of advertising 
would prefer to sell it at a positive price if they 
could. However, advertisers may believe that the 
amount of advertising that would be demanded at a 
positive price is less than the amount they should 
provide too maximize, their profits.) live advertising 
expense is borne by the consumer, who pays higher 
prices for the advertised goods. In addition, since 
most advertising is not supplied at a positive price 
separately from the goods and services being advertis- 
ed, it is concluded that buyers have more advertising 
foisted off on them than they would be willing to 
purchase in a separate market for advertising services. 
This implies a departure from marginal cost pricing 
and a consequent waste of resources. 


The argument relies upon two questionable assemptions. First, 
it fails to recognize that the effective price of advertising 
is negative. Secondly, it assumes that advertising is supplied 
jointly with the advertised product, not with entertainment in 
Bion the media.) »Howevers it, 1s cleat that af advertising 
were supplied separately, consumers would demand the informa- 
tional content in advertising in the amount of OW (determined 
by the intersection of D' and S) on the graph above. Accord- 
ingly consumers receive WY more advertising than they would — 
have desired had advertising been sold separately. The erie 
isism suggests that advertising serves a role for suppliers 
beyond the informational role demanded of it by consumers. 


Steiner (73) has suggested that, again employing the 
graph, the amount of excess advertising is to be understood 
as YU. Given the prevailing price of advertising under a 
market system in which advertising is deployed as an intensive 
selling technique, sellers are forced to absorb YU advertising 
or advertising costs of OB.YU unless they are somehow able to 


pass such costs on to the consumer. 


Comanor and Wilson (16) have added the further re- 
finement that the excessive advertising debate really depends 
upon an analysis of the market structure in the market for 
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the advertised good. The relationship between D and D' will 
vary. The more competitive the market, the closer together 
will be D and D' and the smaller the amount of excess 
advertising: 


Steiner (73) has suggested that, again employing the 
graph, the amount of excess advertising is to be understood 
as YUe. “Given the prevad Ling, pricerot, advenuro ing under sa 
market system in which advertising is deployed as an intensive 
selling technique, sellers are forced to absorb YU advertising 
or advertising costs of OB.YU unless they are somehow able to 
pass such Costs tonto’ the ‘consumer 


Comanor and Wilson (16) have added the further re- 
finement that the excessive advertising debate really depends 
upon an analysis of the market structure in ‘the) market for 
the advertised good. The relationship between D and D' will 
vary. Thesmore competitave-the! markeu, ‘the. closerutogethner 
will be D and DD" ‘and! ‘the smaller’ the amount of excess 
advertising: 


under conditions Of pure’ competition with 
imperfect information, producers may provide a 
Suboptimal volume of advertising. Because’ the 
product is relatively homogeneous, each producer 
will Vonore the positive exterialvetteotsrorenia> 
own advertising on the sales of his competitors 
in the market. 7) ©» Inv larcetnumbers markers 
with product differentiation (monopolistic 
COMpeUltiOn) >= GherOpposaite mwecml tt Nol dices wacee emt ilc 
firm's demand price for advertising will probably 
exceed the consumer’s demand@price’ 1) @2anomarkers 
where entry is retarded, on the other hand, the 
volume of advertising contrabutes to the volume of 
monopoly profits earned by member firms 
Where advertising has a strong input on entry 
barriers, or where it serves to reduce the elasticity 
of demand for the major firm's products, the two de- 
mand curves for advertising may be far apart. 


The implication appears to be that while there is clear evi- 
dence of a large subsidy to the media from producers of certain 
consumer goods, it may be that overall advertising by all sup- 
pliers is close to optimal or even suboptimal. The theoreti- 
cal analysis does not permit any clear answer on the subject. 
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Telser (84) has. added the further insight that even 
in those industries in which advertising clearly appears ex- 
cessive, as evidenced by large subsidies to the media, the 
presence of a negative price for advertising need not imply 
a loss of efficiency. This is explained by thé presence of 
economies of joint supply. Just as an automobile is more 
efficiently produced and marketed as a single unit, it may be 
that advertising is more efficiently marketed in joint supply 
with the product. His criticism appears to contradict the 
premise above that advertising is properly regarded as marked 
jointly with entertainment. However, insofar as it suggests 
that if subsidies to the media were prohibited, the transac- 
tion costs of selling advertising separately would be higher 
than the figure represented by OB.YU, it raises an interesting 
point. This implies, of course the abolition of advertising 
and the substitution of an alternative source of information 
before the comparison can be made. 


The only commentator to consider the possibility of 
an alternative to advertising is Kaldor (42). He suggests 
that the equivalent or even a superior information service 
could be provided by a central agency for approximately one 
fifth of the present expenditures on advertising. Insofar as 
advertising serves an informational role, one 1S. incl incdmue 
accept Kaldor's proposition. However, later sections of this 
paper suggest that advertising is best understood as perform- 
ing a non-informational function. In addition, it should 
also be mentioned that Kaldor's proposal pays no attention to 
the cost of alternative subsidies to the media. 


In summary then, the debate is rather WMICONCIUS EVE 
It does suggest, however, that the economists of advertising 
may generate a suboptimal amount of information in some mar- 
kets and an excessive amount in others. And it suggests that 
excessive advertising may be presumed to occur in those indus-_ 
tries whose products are highly advertised on the national media. 
However it is open to question whether, if advertising were 
abolished, any more efficient system could be devised for the 
transmission of consumer information by pricing information 
separately. In addition the analysis underlies the importance 
of advertising for the continued existence of the mass media 
and suggests that adequate substitutes for the foregone sub- 
sidies would be required should a policy of abolition be 
pursued. 
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It is proposed to conclude this section with some 
rather deeper doubts. The analysis presented in this chapter, 
notwithstanding the inability to deduce unqualified conclu- 
Si0ns! hase a lovical artractiom fOr tie cCOnUMisi. . fu Crus 
some attractive deductions and provides a clear method of anal- 
ysis. However it should be mentioned that consumer theory and 
the theory of demand is regularly challenged on several grounds. 
As Doyle (20) suggests, supply and demand conditions are dy- 
namic. The assumptions that wants are static and uniformly 
perceived, and information requirements are simple, are clear- 
ly misleading. This appears to be the argument presented in 
the works of Katona (44) (45) and the model of Ozga (59) in 
which constant learning is a central feature of buying behav- 
iour. So too, Gabor and Granger (31) suggest that the market 
is not really cleared ‘by price. thacher prices serves acm 
proxy for quality in the mind of consumers who enter the mar- 
ket... It is unrealistic, Nowever.y comsup eesti Liat. anyscolene ie 
alternative theory has been formulated. In the absence of a 
viable alternative, utility theory and the theory of demand 
are generally relied upon as sufficient approximations of 
reality for both theoretical and empirical purposes. 
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IV THEORIES OF ADVERTISING AND BRAND LOYALTY 


Before proceeding to an analysis of the anti- 
competitive influence of advertising, it is useful to clarify 
the transmission mechanism by which advertising enhances sales. 
It is insufficient to proceed on the assumption that. advertis- 
ing stimulates product differentiation and thereby exhibits an 
anti-competitive influence without a reasoned causal explana- 
tion for the efficacy of advertising. The available empirical 
economic literature analyses the role of advertising in a fi- 
nite number of consumer non-durable and a very limited number 
of consumer durable industries in which branded goods are par- 
ticilariy amporcant.. | this, section,| then, sbirst)gnvestigates 
the alleged role of advertising in establishing brand loyalty. 
It then considers some further empirical evidence on the abil- 
ity of advertising to affect market shares and concludes by 
summarizing some recent theoretical articles on the non- 
informational role of advertising. 


Forfman and Steiner (19) have demonstrated theoreti- 
cally that, for a profit-maximizing firm, advertising spending 
should be allocated such that the marginal revenue from adver- 
tising just equals the ordinary price elasticity of demand 
facing the firm. Accordingly, where product differentiation 
is high, assuming diminishing marginal returns to advertising, 
will be high. For the typical consumer-goods indus try 4 thas 
implies that a persistently high level of advertising can be 
viewed as a symptom of product differentiation. However, 1% 
is not, without more, sufficient to establish that advertising 
is itself a cause of product differentiation. 


To this end, it is necessary to examine the literature 
on brand loyalty. Most of this literature is unfortunately 
confined to an investigation of socio-economic variables asso- 
ciated with brand loyalty. One is left to deduce the influence 
of advertising from the performance of hypotheses based on the 
Stigler theory of search. The first test of the Stigler theory 
was made by Farley (26) (27). He reasoned that the expected 
gain associated with searching among brands in a class should 
be positively correlated with the amount purchased by the 
buyer. Therefore he reasoned that: 


1. if brand preferences are weak, heavy buyers will 
be less brand loyal than light buyers; 
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2. high-income households will exhibit more brand 
loyalty as opportunity costs are higher; and 


3. for a given level of income, large families will 
be more brand loyal than smaller families. 


His results were unsatisfactory, however, as all of his hypo- 
theses were at least partially contradicted, On the other 
hand Farléy (27) partly contirmed (he Stigterehypocneses by 
finding that consumers are less brand loyal when many brands 
are available, the number of purchases or dollar values of 
expenditures are high, on prices are relatively active. alc 
Suggests that the evidence tends to support the hypotheses 
that brand Hoyvaltyviis a2 functionvor parriers CO cut, created 
by suppliers rather consumer préeréerences. 


Other studies of brand loyalty include Frank, Douglas 
and Politi (29)5 and Prank (50). Their chier inportance. tics 
in the doubt they cast upon the stability of brand loyalty 
over time, and upon the advertising-as-information theory. 
Rather they suggest that the role of advertising and brand 
loyalty are to be understood as an alternative to search or 
as a guide to the brands to be searched (as is discussed later 
in this section) rather than as a source and guarantee respec- 
tively of intormeation. 


A ™SeCOnd method" Of testing the et tect iVencossOlead. 
vertising is an evaluation of the stability of market shares 
of advertised as opposed to non-advertised products. Telser 
(83) has actually found lower brand share stability for a 
group of highly advertised toiletries and cosmetics than for a 
little advertised group of food items. Gort (36) got only 
mixed results when he compared 163 differentiated industries 
vs. undifferentiated industries. Finally Mann and Walgreen 
(49) analysed 12 industries and found no significant associa- 
tion between stability and product differentiation. One is 
inclined to accept the negative conclusions of Schmalensee (65): 


there 1s little evidence’ to suggest that advertising 
creates durable patterns of consumer loyalty. On 

the other hand, little refutes such an hypothesis 
either. Demand studies have come up with no hard 
facts, a compatison of stability have generally fail- 
ed to consider other determinants of brand-switching 
and neglected to take into account the stability of 
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advertising outlays themselves. 


What then, is the best view of the behavioural func- 
tion of advertising? Recently several articles have suggested 
that the role of advertising is to be understood in terms of, 
and indeed, varies according to, the nature of the consumer 
good. A natural starting point is the classic study of Borden 
(10) who concluded that advertising will be most effective 
under the following conditions: 


1. there is a substantial chance of differentiating 
the product in the eyes of the consumer; 


2. hidden qualities exist that cannot be judged at 
the time of purchase; 


3. strong emotional buying motives exist such as 
the protection of health or the enhancement of 
one's social position; 


4. the combination of sales volume and gross margin 
is high enough to permit the necessary amount of 
advertising expenditures. 


As Doyle (21) points out, each of these factors makes the de- 

mand curve more inelastic and therefore encourages advertise- 

ment. But Borden offers no causal relationship, his perspec- 
tive being more in the nature of an overview. 


Doyle (21) observes the preponderance of advertising 
in consumer non-durables and offers an explanation in terms 
of an "optimally imperfect decision". 


The traditional model of consumer behavior assumes 
that the consumer will, subject to his budgetary 
constraint, achieve the highest level of satisfac- 
tion by distributing his purchases to where the 
marginal rate of substitution of good x for good y 
equals the ratio of their prices. However, ... ; 
the implied premise that the optimization procedure 
is effortless leads to seriously misleading predi- 
tions. Information frequently entails a direct mone- 
tary cost to obtain and always costsatime: Jy). eihus 
where time and the disutility of the optimization 
effort are taken as valuable resources, and included 
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as data in the consumer's budgetary constraint, it 
may not be economical for consumers to expend time 
in seeking small saving opportunities. 


This suggests that for low-priced consumer goods, 
particularly where there is a substantial range of 
differentiated products to choose from, the value of 
earnings foregone in searching for cheaper substi- 
tutes as implied by conventional analysis will often 
exceed any conceivable monetary gains. In these 
cases the level of advertising may represent not a 
monument to consumer exploitation but rather reflect 
the consumer coming to terms with the costs of budget 
optimization. Reliance on advertising, rather than 
searching for more objective information, would then 
be the consumer's equivalent to the ‘optimally 
imperfect decision' of the firm. 


As proof, Doyle does find an inverse association between unit 
prices Of goods and their adventisincusales, Praclo.gioo aso 
finds evidence that the advertising:sales ratio varies direct- 
ly with the informational difficulties involved in ascertain- 
ing the attributes of the product, and indirectly with the 
frequency of purchase. 


Doyle's analysis is consistent with the empirical 

Studies which find little evidence that advertising creates 
any ''goodwill"' stocks or brand loyalty. Advertising is re- 
garded as ayiunction of the, product «Characteristics aches, 
than of antecedent market structures. The analysis implies 
that if all firms in an industry were to reduce their expendi- 
tures, market shares of the firms would be unaffected though 
industry demand as a whole might decline as discussed above. 


Nelson (55) has also argued that the role of adver- 
tising must be understood in relation to the class of goods 
advertised. He distinguished "search goods", whose qualities 
can be ascertained prior to purchase by inspection, from ‘'ex- 
perience goods", whose qualities cannot be determined prior to 
purchase. The Stigler theory of search applies only to search 
goods. For experience goods, the consumer will purchase in- 
formation by sampling brands in the commodity class until the 
point is reached at which the marginal cost of an extra unit 
of information (being the loss in utility from consuming a 
brand at random rather than consuming the best brand one has 
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sampled) just equals the marginal revenue. He argued that 

the decision to search ought to lead to a greater sample size 
than the decision to experience a good. And, most frequently, 
he suggested that as a result of advertising different con- 
Sumers tend to experiment with the same brands with the result 
thatia small number of experiments are made on a limited num- 
bern ,ot branded experience goods.,, Hes found. some evidence jor 
the proposition that a smaller sample will be conducted for 
experience goods. Ina later article Nelson (56) elaborated 
upon the effect of advertising in increasing the likelihood 
thatsayparticular experience good will be sampled by consumers. 
After summarizing the results of a test which suggested, as 
predicted, that experience goods are more highly advertised 
than search goods, Nelson stated his fundamental behavioural 
PRepOS LeLOn: 


advertising of experience qualities increases 
sales through increasing the reputability of the 
seller, while advertising of search qualities in- 
creases sales by providing the customer, with ‘'hard' 
information about the seller's product. 


The theory advanced by Nelson has the advantage of 
illuminating a possible causal relationship between advertis- 
ing and sales. It is broadly consistent with a model proposed 
by Telser (81) in which the latter suggests: 


Advertising is more likely to increase the probability 
of transitions to a brand at given prices than to af- 
fect repeat purchases. Repeat purchases in this view 
result from consumer satisfaction with the brand. 
Advertising, however, is seem as a means for attract- 
ing purchases both from other brands and from the 
outside. 


Following Nelson's view it may be that advertising of experi- 

ence goods is increasingly effective as the scale of advert1s- 
ing expenditures is increased; that is, there may be technical 
economies of scale in advertising as discussed below. However 
empirical evidence of the strength or duration of this effect 

is still unavailable. 


Both the Doyle and Nelson models imply a departure 
from the informational model of advertising. They suggest 
that the function of advertising is to fill the void created 
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by ignorance not to supply information. Moreover it is im- 
plied that= the: demand for advertisimg striate cxistseateaiie 
is to be’ considered, a demand for a/substitute; for information. 
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V ADVERTISING AND OLIGOPOLY 


In the competitive market model there is no place 
for any form of promotional expenditure, including advertising, 
as all goods are homogeneous and consumers are indifferent be- 
tween rival ‘sellers. ‘Competition takés place only’ through the 
price mechanism. “AS*all’sellers*are price®takers av anye teve! 
of output, no producer would contemplate advertising for two 
reasons. First, the added costs would give an advantage to 
his lower-priced competitors. Secondly, advertising would ex- 
hibit large external effects; that is, the advertiser would be 
unable to appropriate the positive effects of advertising for 
himself but would have to tolerate the accrual of an advantage 
tO alie’tirms in the industry: 


For this reason the presence of advertising 1s common- 
ly associated with a departure from the competitive market, 
typically with an oligopolistic market structure. Some econ- 
omists, e.g. Galbraith (33), view advertising as one of many 
tools’ avarlable ‘to Large’ firms to reduce” the Tisks facing. the 
fam. “That is, advertising is regarded as a reflection’ of 4 
pre-existing oligopoly created by more fundamental economic 
factors. Others, of which Kaldor (42) is a good example, go 
on to suggest that advertising is closer to the cause than the 
result of monopolistic competition: 


The reason for this is that the shift of the demand 
curve resulting from advertising cannot be assumed- 
to be strictly proportionate to the amount spent on 
advertising - the ‘pulling power' of the larger ex- 
penditure must over-shadow that of smaller ones with 
the consequences (a) that the larger firms are bound 
to gain at the expense of the smaller ones; (bie ay 
at the start, firms are more or less of equal size, 
those that forge ahead are bound to increase their 
lead, as the additional sales enable them to increase 
their outlay still further. Hence after advertising 
has been generally adopted, and the trade settles 
down again to some sort of equilibrium, the pattern 
of industry will have changed; sales will have con- 
centrated among a smaller number of firms, and the 
size of the ‘representative firm’ will have 
increased. 


Sle 


The view one takes of the function of advertising 
also influences one’s perspectivevon ithe reversibility of the 
oligopolistic trends by means of the abolition of advertising. 
Those who subscribe to the view that oligopoly is the result 
of non-advertising factors and that advertising merely indi- 
cates the presence of an oligopolistic market, naturally take 
the position that the appropriate anti-competitive policy 1s 
directed towards those physical factors creating monopolistic 
competition: see for example Johnston (41). Kaldor (42), on 
the other hand, asserts: 


It follows moreover, that if the previous state of 
equilibrium was a 'stable' one, and not merely a 
'neutral' one - this ‘concentration’ effect of ad- 
vertising will be a réversibale one; the continuance 
of the new equilibrium will depend on the continuance 
of advertising, and would be followed by a process of 
deconcentration if advertising were to cease. 


This section discusses the theoretical and empirical 
literature on the influence of advertising on oligopoly or 
monopolistic competition. It examines first the Kaldor argu- 
ment, then the barriers to entry theory, and finally the in- 
portance. of product differentiation and product. charactenietics. 


Kaldor's article (42) contains a great many ideas con- 
cerning the role of advertising and it is to some extent im- 
proper to single out the "'creation-hypothesis" alone for con- 
Sideration. However, further consideration of the passages 
cited above suggests several additional insights. First, 
Kaldor's approach is essentially historic, while the following 
Studies are more concerned with explaining the role of adver- 
tising within the present economic structure. To the extent 
that the development of advertising reflected a larger trend 
in economic organization in which advertising was a necessary 
feature, further changes in economic organization may well re- 
sult in a system in which advertising is no longer a necessary 
component. To this extent at least, the ''concentration-effect" 
Kaldor speaks of may be reversible over the long run. Second- 
ly, Kaldor points to two channels of influences of advertising: 


(a) larger firms are bound to gain at the expense 
of the smaller ones; 


(b) aif, at the start, firms are more or less of 
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equal size, those that forge ahead are bound to 
increase their lead 


His method of approach is to posit an increase in intra- 
industry demand due to a positive effect of advertising. 
Turning to (a) he gives no reason for the initial existence 
of larger firms. The approach assumes at least a nascent 
Oligopoly from the start. As for (b) there is no logical 
reason for any particular firm to forge ahead in the absence 
of product characteristics which permit product differentia- 
tion, that is that permit the establishment of monopolistic 
competition. 


Some general tests of Kaldor's theory on the relation 
between concentration and advertising have been made. It is 
clear that the incidence of advertising is unevenly distribut- 
ed between industries. Specifically a high advertising:sales 
ratio is confined to a narrow range of branded goods. Two 
Studies by Kaldor and Silverman (43) and Else (24) have sug- 
gested that differences in competitive conditions (as repre- 
sented by a concentration ratio), together with the costs of 
information and the nature of demand, are key factors in ex- 
plaining the incidence of advertising. 


However, as Doyle (20) points out this oversimplifies 
the matter. Jastram (39) has demonstrated that irrespective 
of the degree of concentration among sellers, consumer non- 
durables exhibit a higher advertising:sales ratio than either 
consumer durables or industrial products. Moreover Kaldor and 
Silverman's data (43) reveal that some of the most heavily ad- 
vertised goods appear in the highly competitive pharmaceutical 
sector. Finally Telser (83) found no empirical support for 
an association between advertising and industrial concentra- 
tion. His findings were supported by similar findings by 
Eklund and Maurice (22) and Eklund and Gramm (23) in the 
United States. Doyle (21) reported a similar absence of cor- 
relation between advertising and concentration in the United 
Kingdom as did Reekie (64) and Schnabel (66). While these 
findings are unanimous in the view that no correlation exists, 
it should be noted that the empirical studies reported by Mann 
et al (46) (47) and Mann and Meehan (48) found a Significant 
correlation. On balance one is inclined to accept the major- 
ity position however. 


Accordingly, the sphere of influence of advertising 
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on oligopoly appears restricted to the markets for mass- 
produced consumer goods, generally consumer non-durables. 
Moreover it is suggested that there is neither theoretical 
nor empirical evidence for the argument that advertising 
created oligopolistic markets. More recently, therefore, at- 
tention has been focussed on the role advertising plays in 
sustaining oligopoly by erecting barriers to entry of new 
firms to deter new competition and permit higher than average 
profits. 


Before considering the hypothesis in greater detail, 
it is advantageous to consider a continuing debate on profit- 
ability. It has been asserted by Comanor and Wilson (14) (16), 
Backman (1) and Miller (53) that a clear association exists 
between profitability and advertising intensity. The argument 
advanced, as Schmalensee notes (65) runs as follows: 


Traditionally, a correlation between advertising 
intensity and seller concentration is taken to mean 
that high levels of advertising tend to increase 
seller concentrataon. « Similarhy-a.correlation ibe- 
tween advertising and profitability is usually in- 
terpreted as showing that high levels of industry 
advertising insulate firms from one another and 
raise entry barriers, thereby increasing industry 
PLObwtab ili ty. 


If higher-than-average profits were obtained by firms exhibit- 
ing high advertising, this would be some evidence for the ex- 
istence of barriers to entry. 


Comanor and Wilson (16) estimated profit equations 
for 41 industries testing explanatory variables representing 
advertising, concentration, economies of scale, capital re- 
quired for entry, the rate of growth of demand, and the price 
elasticity of demand. They found that each of the advertising, 
capital requirements and growth of demand variables were sig- 
nificant while the concentration and economies of scale vari- 
ables were always insignificant. On this basis they 
concluded: 


Our primary finding is that heavy advertising leads 
Lo ‘increased ‘profits. #4. .-Advermtidainer in tives 
analysis acts as a proxy for product differentiation, 
or, more specifically, for the product and market 


- 155 - 


characteristics that permit heavy advertising ex- 
penditures to differentiate effectively the products 
Ct aoetirm from those Gf Mts rivals. 


This theory, that advertising permits product differentiation 
which by its very nature presents an entry barrier to potential 
entrants is discussed in greater detail below. 


The empirical results have been challenged, however, 
by Telser (86) who has suggested that firms in industries ex- 
hibiting heavy advertising:sales ratio do not necessarily earn 
higher than average profits. It is argued that by expensing 
all advertising expenditures rather than capitalizing and de- 
preciating such expenditures as investments, both measured 
profits and shareholder equity will be understated. As Telser 
Sta-cese 


The measured profit rate is the ordinary accounting 
measure of profit after taxes divided by shareholder 
Cquirtyas. [hesiatter dis; totale assets wlessedebt, fale 
problem is that shareholder equity understates the 
true capital of the firm and that the measured 
profit understates the true profit. Both are the 
effects of the same cause; namely, the tendence to 
omit intangible capital. Stockholder equity includes 
only tangible capital and the profit is too low be- 
eager aneetfect it ablows “a 100 sper cent materor 
depreciation of intangible capital. 


In particular, the higher the advertising:sales ratio the 
more the reported profit rates will be overstated. 


This point was further investigated by Weiss (89) 
who obtained estimates of the true rates of return for 38 in- 
dustries and noted that the true profits exceeded reported 
profits in 34 of the 38 industries. He also noted that the 
distribution of unreported profits were distinctly uneven 
with the soap, drug and soft-drink industries together account- 
ing for 42 per cent of the unreported profits. However, when 
Weiss substituted his "true" rates of return for the reported 
rates of return employed by Comanor and Wilson for the pur- 
poses of re-estimating the relationship between advertising 
and profitability, he obtained results similar to those of 
Comanor and Wilson. Ina later study included in their book, 
Comanor and Wilson re-examined the theoretical question and 
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estimated true rates of return. Their findings were consistent 
with the two hypotheses that: 


li. The internal rate: of weturn is: positively arciated 
to the relative level of advertising; 


2. Investment in advertising typically yields rates 
of return above thecost or capital, 


A second challenge was presented by Schmalensee (65) 
who cast doubt on the explanatory power of the advertising: 
sales ratio vis-a-vis the profit variable. If advertising 
were exogenously determined, he asserts, a positive correlation 
between advertising and profit might imply that advertising 
results in increased profits. However, because there is both 
theoretical and empirical evidence that advertising is at 
least in part if not wholly determined endogenously any cor- 
relation is of no consequence. For technical reasons, if ad- 
vertising responds to sales, and if the ordinary least squares 
method is employed for estimating the coefficients of profit- 
ability and advertising, there will be a positive correlation 
between advertising and profitability in the equation estimat- 
ing the profit variable even if advertising is no way assisted 
in the creation of market power. 


To summarize, it is suggested that Comanor and Wilson 
have won the debate regarding profit rates by demonstrating 
that, “the true rates of Tetum Mayvalso per posieive! = correla c- 
ed with relative advertising.) Howevers therevare reasons for 
Suspecting that the explanatory power of the advertising vari- 
ablé= with Tespect’ to industryepropics iseunrel lable. si nere 
has been no convincing demonstration that high advertising 
necessarily implies high rates of return. 


The argument that advertising creates barriers to 
entry was first introduced by Bain (2) and has been subse- 
quently tested and refined by Comanor and Wilson (16). The 
theory of monopolistic competition first stated by Chamberlain 
(12) suggests that, in industries characterized by a concentra- 
tion of sellers, competition is more likely to take place in 
non-price forms. A price cut is likely to lead to retaliation 
by competitors and a general reduction in profits. However, 
product changes and improvements and marketing techniques are 
viewed by sellers as presenting opportunities for long-term 
gains which can be exploited with the aid of advertising 
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Under such conditions, and assuming unilateral advertising is 
effective is enhancing market shares (about which doubts have 
been expressed above) few firms would risk reducing advertis- 
ng for fear of losing out to their competitors. This suggests 
to Johnson (41) among others that much advertising merely 
serves to cancel out other intra-industry advertising and is 
therefore wasteful. As Doyle (20) notes: 


In such a situation advertising is often not doing 
much beyond maintaining a status quo, leaving the 
sales of individual firms similar to what they would 
have been if advertising had been reduced all round. 


Where such situations occur the consumer is clearly worse off 
for he is required to absorb the cost of excessive industry 
expenditures on advertising. 


In addition the high level of advertising expenditures 
may maintain the existing oligopolistic market structure by 
CEeafineeDarriLers?; to. entry. 


Bain (2)"has defined.an-entry barrier as: 


the advantages of established sellers in an 
industry over potential entrant sellers, these 
advantages being reflected in the extent to which 
established sellers can persistently raise their 
prices above a competitive level without attracting 
new firms to enter the industry 


Perhaps a clearer definition is offered by Strollers) 


: the cost of producing (at some or every rate 
of output) which must be borne by a firm which seeks 
to enter an industry, but is not borne by firms al- 
ready in the industry. 


It should be stressed that barriers to entry depend upon the 
presence of differential advantages enjoyed by existing Pirie, 
not merely upon the high absolute cost of entry which may 
have been borne by established firms in the past. Moreover, 
such entry barriers are effective in excluding new entrants 
only to the extent that existing firms limit their short-run 
profits, either by increasing advertising outlays or by, re- 


ducing prices, to the levels permitted by their differential 
advantages. If such conditions obtain a new entrant is forced 
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either to incur higher per unit selling costs or to offer 
lower selling prices in order to enter the market. 


The entry barriers can be explained in terms of one 
or both of the following types of economies of scale: 


1. Advertising may exhibit pecuniary economies of 
scale, based on a lower per unit cost of messages 
as the number of messages purchased is increased. 


2. Advertising may exhibit technical economies of 
scale, based on an increasing effectiveness of 
advertising in stimulating brand loyalty or dif- 
ferentiating the product as the number of 
messages deployed increased. 


The evidence of pecuniary and technical economies is 
examined in order. Pecuniary economies of scale arise when 
the price of advertising messages falls as the number purchas- 
ed rises. There is very little evidence on whether such econ- 
omies are to be found in the magazine industry. However as 
regards television rate structures (in the United States) the 
evidence of Blank (9) and Peterman (63) suggest that there are 
no real economies of scale present. Comanor and Wilson (16) 
did a limited test and found some evidence of quantity dis- 
counts for one of the three networks. They also found evi- 
dence of discounts on individual programs but concluded that 
firms did not make use of them. Bain (2) casually mentions 
the possibility of such economies but is inclined to view the 
incidence of pecuniary economies in sales promotion as arising 
out of nationwide distributing systems, etc. which are beyond 
the scope of this paper. 


Accordingly, attention has been focussed on the 
technical economies of scale. If the effectiveness of adver- 
tising products increases with the number of messages there 
are Clearly economies of scale. The lower the cross- 
elasticities of demand between products, the less responsive 
are consumers of- that. product,to, changes in the prices, or 
Substitutes. If advertising can be assumed to be effective 
in lowering the cross-elasticities of demand for products as 
discussed in section IV it is clear that advertising serves 
to Stimulate an oligopolistic situation as between existing 
firms in the market. And, if it can further be demonstrated 
that there are technical economies of scale, it must be as- 
sumed that advertising also creates barriers to entry. 
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It has been suggested earlier that advertising oper- 
ates to increase the likelihood that the advertised brand will 
be sampled by a consumer. Alternatively, Comanor and Wilson 
(16) have suggested that the function of advertising is to en- 
courage brand switching and sustain repeat buying. They ar- 
gued that is easier to stimulate the former than the latter. 
Economies of scale may be posited in one of two ways. It has 
been argued that the function of advertising effectiveness 
exhibits increasing returns over a substantial range after 
which diminishing returns set it. Dean (18) suggests that is 
partly due to economies of specialization and partly to eco- 
nomies of repetition. Borden (10) and Chamberlain (12) adopt 
a Similar view though Si..on (69) has recently doubted the 
proposition. 


Alternatively, some economists have suggested that 
the function of advertising effectiveness exhibits a threshold 
effect. The possibility of a discontinuous step function re- 
ceived some empirical support from Benjamin and Maitland (7) 
who concluded that: 


there is a threshold value of advertising of 
a not inconsiderable quantity below which there is 
no applicable response and that there is eventually 
a state of near saturation in the sence of inordinate 
increase in advertising is required to achieve any 
increase in response. 


Some casual evidence for the existence of a threshold 
is given by Comanor and Wilson (16) who note the existence of 
a 


: large number of consumer-goods markets in which 
brands are divided into two classes, frequently 
called ‘major brands' and ‘independent brands'. 

These are distinguished generally on the basis of 
consumer familiarity and acceptance. In these cases, 
we typically find high cross-elasticities of demand 
among brands in either group but lower cross- 
elasticities of demand between brands in different 
groups. 


Assuming then that a new entrant will produce at a lower out- 
put level than the established firms, he must cy ie 21 YE commit 
himself to advertising expenditures beyond the threshold limit 
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or to the point of maximum effectiveness to ensure a competi- 
tive position. This implies that the new entrant will exhibit 
a higher advertising:sales ratio and higher per unit advertis- 
ing costs than his established competitor. 


Assuming the existence of such technical economies of 
scale, the volume of output at which such economies are maxi- 
mized becomes relevant. If the output level at which such 
technical economies are exhausted fails short of the most ef- 
ficient plant size as determined by production and distribu- 
tion economies, then such technical economies do not present 
barriers to entry, provided they have the capital to establish 
the most efficient scale of production will exhaust technical 
economies of scale in advertising. However, as Bain (2) notes 
it 1s quite possible that: 


the optimum scale for sales promotion may ex- 
ceed . . . the bestscale of entry as determined by 
production - distribution economies alone. 


Some empirical evidence for the existence of techni- 
cal economies of scale in advertising has been published in 
the last few years. Bain (2)'conducted a rather casual set 
of experiments. He posited an association between the height 
of product differentiation: barriers *to.entny and’ the size of 
the advertising:sales ratio for 20 industries and found some 
evidence that such a relationship existed. He tentatively 
concluded that the few industries with very high barriers to 
entry also have high product-differentiation barriers to entry 
and tend towards monopolistic output restrictions and excess 
profits. Those industries with moderate barriers to entry, 
however, exhibited lower product-differentiation barriers and 
appeared altogether more competitive. Moreover, those indus- 
tries with low barriers to entry did not appear more workable 
in competitive terms than the second class of industries. 


Telser (83) found evidence of concentration and ad- 
vertising barriers to entry in the American cigarette industry. 
But the most complete study undertaken was that of Comanor and 
Wilson (15) (16). Ina preliminary study they noted that, in 
most industries, the larger firms spend proportionately more 
on advertising than their smaller rivals for various defini- 
tions of large and small firms. However, for a limited number 
of industries, typically consumer non-durable industries, 
smaller firms spend proportionately as much or more than the 
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larger firms. They noted that these industries included most 
of the industries which exhibited high aggregate levels of 
industry advertising. This suggested the existence of scale 
economies in advertising. To test the hypothesis further, 
they examined profit rates across industries. They hypothe- 
sized first that, where scale economies in advertising exist, 
there would be a relationship between the size of a firm and 
its profit rate for all firms larger than the minimum efficient 
scale (MES - i.e. the scale that exhausts economies of scale 
in production). Next they examined the hypothesis that the 
minimum efficient firm size (i.e. that scale that exhausts 
economies of scale in advertising) ought to be larger than MES 
for industries in which the advertising:sales ratio is high 
and again found support for the hypothesis. Finally they 
tested the proposition that differences in profit rates be- 
tween two firms, one of which is above MES and the other below 
MES, would be explained by scale economies. This hypothesis 
was also confirmed. Together the studies present a convincing 
confirmation of the existence of scale economies in advertis- 
ingvand indirectly, of barriers. to .entry. 


However, the results have been challenged by two 
economists. Telser (86) has argued, as mentioned in an earlier 
context, that the profit rates employed are not true profit 
rates and to that extent the figures may overstate profit and 
profit-differences for industries in which high advertising: 
sales ratios occur. This has already been dismissed above. 


Schmalensee (65) takes issue with the assertion that 
advertising may raise MEF above MES. He agrees with another 
Telser criticism that the data estimates of MES and MEF are 
precarious and points out that the explanatory power of the 
advertising variable in explaining profits of firms above MEF 
is negligible and unreliable. But his most cogent criticism 
is reserved for the third test and is based upon his objec- 
tion that advertising responds to the current level of sales 
rather than influences sales: 


The most telling point is that there is no way to 
determine the importance of the advertising:sales 
ratio in these equations. It may well be that the 
critical variable is the ration of the mean sales 
of the large firms to the mean sales of the small 
firm. It is not apparent from these regressions 
that a correlation exists between advertising 
intensity and profit differences. 
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In summary, then, there is plenty of theoretical sup- 
port and some empirical support for the proposition that tech- 
nical economies of scale exist in advertising. One can thereby 
deduce that advertising creates barriers to entry in such in- 
dustries. But the evidence is not unambiguous, and, as is so 
often the case in economic studies, the techniques of econo- 
metric practice suggest the empirical evidence may well be 
unreliable. 
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VI ADVERTISING, ECONOMIES OF SCALE AND TECHNICAL PROGRESS 


If advertising serves in the short run, to create or 
maintain oligopolistic market structures and hence monopoly 
profits, it could be argued that advertising nevertheless ul- 
timately contributes to lower prices by stimulating either 
economies of scale in production and distribution or technical 
progress. This section considers very briefly some of the ar- 
guments raised with respect to the influence of advertising 
on each phenomenon. 


The argument that economies of scale are fostered by 
advertising can be considered both in terms of the effects on 
demand and the ultimate effects on costs. As for the former, 
the paper has already highlighted the evidence which tends to 
suggest that advertising affects inter-industry demand. To 
this general proposition two qualifications should be made. 
Farst, ‘Borden,’ in a previously cited’ passage (10)/-concluded 
that advertising may have a greater impact on the demand for 
new products than on the demand for established products. 
Secondly, it is difficult to prove satisfactorily using econo- 
metric techniques that advertising does enhance sales at the 
firm level. It is even more difficult to disentangle the ef- 
fects of advertising over the long run from other dynamic fac- 
tors such as technical progress and price cuts. 


Even if it is assumed that advertising stimulates 
either firm or industry sales (or both) there is little evi- 
dence that the increased demand fosters economies of scale. 

If the Comanor & Wilson evidence (16) is acceptable, a signif- 
icant proportion of firms exhaust economies of scale well be- 
fore they exhaust technical economies of scale in advertising. 
The argument suggests that economies of scale in production 
and distribution might well be exhausted before any sales- 
enhancing advertising program is initiated. Moreover, it is 
difficult to press the concept of economies of scale very far 
into a multi-dimensional world in which most firms and plants 
manufacture a range of products. Finally, to the extent that 
advertising is associated with product differentiation or 
product-differentiation entry barriers it could be argued that 
the significant long-run effect of advertising 1s elevated 
costs. At the very least advertising-sustained oligopoly has 
not been demonstrated to be an economically satisfactory 
competitive structure. 
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The stimulation given by advertising to technical 
progress within particular industries is a much debated point. 
There are three separate arguments worth considering. The 
first, and most easily disposed of, suggests that advertising 
provides incentives to seek a higher standard of living and 
thereby encourages a greater degree of effort and enterprise. 
No doubt there is a correlation between per capita income lev- 
els and advertising, as noted, for example, by Johnson (41). 
However, there is a rather realistic causality problem in de- 
monstrating that advertising causes prosperity, not prosperity 
advertising. Secondly it has been suggested that advertising 
seeks to maintain and improve the quality of merchandise by 
association between advertising and branding. But, as Doyle 
(20) maintains, it is hardly necessary to devote such high 
levels of expenditure on advertising to establish an identifi- 
able rand amet icemarket. 


Pana]. Galbraith: (32)» (46) 455) i has ar cuedyiana tae 
Vertising, senves: to reduce the: vasksy to, thes typicalycorponace 
entity attached to research and innovation by ensuring a sat- 
isfactony market tor new lproduchs-un lin ipanis Ghuss turns sony fie 
debate regarding the market structure most likely to yield 
optimal research and innovation. While classical economists 
might have regarded competition among firms to be the most 
direct incentive to innovate, others, including Schumpeter, 
regard concentrated structures in industry as "the most power- 
ful engine of progress". The author offers no profound in- 
Sights. toward the resolution of that. discussion. But 1t 1s 
also evident that no clear evidence exists showing that highly 
advertised industries are also characterized by product im- 
provement and technical progress. Nor is the somewhat better 
correlation between concentration and innovation a satisfac- 
tory demonstration of any causal effect running from con- 
centration to innovation. It is tempting to suggest that the 
nature of the product, and the degree to which the production 
processes are amendable to technical progress, swamp the com- 
petitive and demand factors as explanations for the incidence 
or absence of research and development in particular 
industries. 
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SUMMARY AND CONCLUSIONS 


The economic significance of advertising varies 
across markets. To the market for industrial goods personal 
selling appears a more successful technique of intensive sell- 
ing than advertising. Conversely the market for consumer non- 
durables and some durables appears dominated by advertising. 
While advertising appears at the retail or wholesale level, it 
is typically associated with manufacturer advertising in con- 
sumer industries. This essay has therefore concentrated on 
the economic effects of manufacturer advertising in the mar- 
kets for consumer products. 


At the aggregate level it was noted that advertising 
appears to influence the inter-industry demand for goods. In- 
deed it may well be that the presence of advertising 1s more 
important than relative prices in allocating demand between 
industries. Whether advertising affects the consumption: in- 
come ratio, influencing consumers to save a lower proportion 
of their income, has not been conclusively determined. 


Advertising is traditionally regarded as a source of 
information regarding products. Accordingly consumers can be 
said to demand and the media to supply advertising messages 
in response to this demand. The picture is only slightly com- 
plicated by the presence of a demand by manufacturers for ad- 
vertising which exceeds that of consumers. This analysis 
suggests two important conclusions. First, any proposal to 
abolish or reduce national advertising must consider the im- 
pact of restrictions upon the existing media. Secondly, the 
graphical analysis suggests that the presence or absence of 
excessive advertising, across the economy as a whole, can 
only be assessed by a consideration of the magnitude of adver- 
tising and the particular form of market structures in 
specific industries. 


It has been suggested, however, that advertising is 
not appropriately regarded as derived from the general con- 
sumer demand for information. The theory of information pro- 
pounded by Seigler has not fared well in empirical research 
into the determinants of brand loyalty and market share pat- 
terns. Recent papers have moved away from the advertising- 
as-information position towards what may be called an adver- 
tising-as-substitute-for-information perspective. 
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The major focus of the paper was an examination of 
the argument that advertising creates or stimulates oligopoly 
and monopoly profits. While there is little evidence of a 
direct role in’ the creation of oligopoly, 1t-has been demon— 
strated that advertising appears to sustain oligopolistic 
structures by presenting barriers to entry to potential en- 
trants in the markets for consumer non-durables. The source 
of such barriers appears to be technical rather than pecuniary 
economies Of scale: 


In thewli ght or “the preceding suimary, Valtoucs Uno 
posals for reform may be assessed. The most obvious proposal 
is the complete elimination of advertising. In favour of such 
a policy is the evidence that, even in the absence of proof 
that advertising affects intra-industry demand, high levels 
of advertising by all firms in an industry will influence 
inter-industry demand. Accordingly, there is little or no 
incentive forall "rirms within’a. particular industry CoO agree 
to’reduce their advertising expenditures parle passu. — However 
the proposal ought to be rejected for several reasons. First, 
the: policy as far too general.” Asradvertising excesses appear 
only in a finite number of markets a more selective tool to 
regulate particular excesses would be more appropriate. 
Secondly, high levels of advertising may well be justified as 
an adjunct to the introduction of new products. Thirdly, the 
policy would require a radical restructuring of the media sub- 
Sidy system. Fourthly, there may be opportunities in many in- 
dustries for the substitution of other more objectionable 
methods of intensive selling. Fitthly, insotar as the policy 
1s designed to eliminate oligopoly, abolition of advertising 
1s a second-best method aimed at the symptom not the cause. 


A second policy, worthy of more serious consideration, 
is the reduction of advertising expenditures within particular 
industries. This could be accomplished in one of several ways. 
Direct controls which could be imposed limiting the time and 
Space which the media can devote to advertising are a possi- 
bility. A more selective tool would be the imposition of 
maximum advertising:sales ratios for particular industries. 
The objection to both methods, however, is that such controls 
tend, given economies of scale, to favour the larger and the 
established firm over the smaller competitor or potential en- 
trant. Alternatively one could resort to fiscal discrimina- 
tion in the form of a tax on the advertising media or a tax 
on advertising expenditures. Some costs of each policy 
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should, however, be mentioned. As regards the former, Doyle 
(20) points ~ouc'that’ the earlier inv lish expervence suggests 
that a tax on the advertising revenue of the media is merely 
passed on to the manufacturer and ultimately to the consumer. 
Similarly Corden (17) has noted that a tax on advertising 
would have to be progressive to encourage competition from 
smaller firms. A final method would be the reduction of ad- 
vertising deductions under the Income Tax Act. 


Measures designed to reduce advertising must be eval- 
uated in terms of the social benefits to be derived. Such 
policies can be directed towards the goals of stimulating or 
of increasing the amount of product information distributed 
to consumers. If the primary aim of a particular policy is to 
stimulate competition it is suggested that advertising regula- 
tion is necessarily subordinate to other regulatory tools de- 
signed to attack the root causes of oligopoly. However this 
survey of the economic effects of advertising suggests that 
the opportunity for product differentiation may be one of 
those root causes. Conanor and Wilson (16) draw this 
conclusion: 


factors which promote product differentiation 
may be as important as those which influence the 
size distribution of firms in their effect on the 
achievement of market power. Current policies that 
emphasize the role played by market concentration 
need to be supplemented by those concerned directly 
with the nature and extent of product differentiation. 


Some policies designed to deal with product differentiation 
are discussed below in connection with a policy designed to 
increase information. However Bain's pessimistic conclusions 
(2) must also be acknowledged. In the end he suggests that 
consumers are naturally susceptible to the blandishments of 
product differentiating sellers and that: 


we come at least to a presumably fairly stable 
characteristic of human nature as the root of the 
trouble. 


It is difficult, he suggests, to attack thys Sore Or eneny 
barrier under traditional anti-monopoly lesislTation; Tt 1s 
even more difficult, even perhaps unacceptable, to legislate 
it away. 
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The major policy conclusions of this paper, then, 
are two-fold. First, while advertising has an anti- 
competitive influence in certain industries, a direct attack 
on advertising, by itself, would not yield significant social 
benefits. Secondly, advertising is clearly inadequate as a 
source of information. Indeed, in ''experience good" indus- 
tries, it provides no information whatsoever. And, it may 
be that greater information will reduce the opportunities for 
product differentiation in advertising. Accordingly, it might 
be desirable to consider an alternative consumer information 
bureau subsidized by public and private sources. If it were 
considered desirable to restrict advertising at the same time, 
the media might be encouraged to perform such a role in return 
for subsidies designed to offset lost advertising revenues. 
In addition, monitoring by regulatory agencies of misleading 
or unfair advertising should continue, supplemented perhaps 
by the power to issue selective "'case and desist orders". 
Finally, governmental legislation designed to standardize 
products may be useful in a limited number of areas in elimi- 
nating product differentiation. 


The survey has also suggested a number of areas which 
alSo WarranttuGther istudyia. Firs testo, presenta Clearer pic — 
ture of the economic significance of advertising one should 
examine advertising at. the dastriputivesstace., wit wouldsbe 
interesting to consider the incidence of "false and mislead- 
ing” advertising cases. across industries and at various lev- 
els an, the productive, process... .eCONndly,~turtilemumcsear ch 
into the advertising-sales relationship is clearly warranted 
along with more exact estimates of the half-life of invest- 
MENCS: Inwadvertirsing for speci tic. indis traes. 08) hardly takes 
suggested that other techniques of intensive selling ought to 
be examined for their anti-competitive influences in markets 
not marked by heavy advertising:sales ratio. And, some assess- 
ment of substitutes for advertising is instituted. Fourthly, 
the relationship between production economies of scale and 
advertising economies of scale must be examined in far greater 
detail at both the theoretical and the empirical level. Far 
more attention must also be paid to the relevance of economies 
of scale in the multi-product and multi-plant world. 


Finally it is perhaps appropriate to conclude with 
a very common observation. One cannot begin to assess the 
economies of advertising without a firm belief in one's un- 
derstanding of the specific economic implications and the 


= 169 - 


broader historical significance of oligopolistic market 
structures. AS ever, economics becomes political economy. 
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MISLEADING ADVERTISING AND FRAUDULENT PRACTICES 


IN QUEBEC CIVIL. LAW 


INTRODUCT ION 


At first glance, the problems raised for consumers 
by misleading advertising and certain unfair practices may ap- 
pear anachronistic when attempts are made to incorporate them 
into the framework of Quebec civil law. On the face of it 
Quebec civil law, which was codified in a period when mass ad- 
vertising techniques were unknown, does not deal with the prob- 
lems of misleading advertising. For example, any attempt to 
find a reference to the concept of "advertising" in the con- 
tractual and delictual law of the Civil Code! would be futile. 
Nonetheless, such rules exist and may prove extremely useful 
in cases concerning compensation to consumers injured by mis- 
leading advertising. 


Acer. Mv irebilcock points out in the introductron 
to Chapter IV of this study,“ it has perhaps too often been 
assumed that the traditional rules of civil law are totally 
incapable of countering the civil effects of misleading ad- 
vertising and that only a derogatory, statutory law can do 
this. To our mind, it is important to have a clear understand- 
ing of the significance and scope of the present rules provided 
in the Ctvil Code, while keeping open the option of dealing 
with unsolved problems through the adoption of derogatory pro- 
visions. Otherwise, there would be a risk of creating confu- 
sion in a legal system that has been more successful than is 
generally believed at adapting to the specific problems raised 
by misleading advertising. 


We will begin with a study of the contractual aspects 
of Quebec civil law that deal with misleading advertising. In 
Part II we will study the delictual remedies available to the 
victim of misleading advertising when the wrongful act commit - 
ted is not covered by a contract. Next, we will attempt to — 
use the study of contractual and delictual sanctions to outline 
the basic principles of Quebec civil law, and to determine 1ts 
weaknesses, in the area of misleading advertising. The final 
section will deal with our recommendations for the adoption of 
new measures for consumer protection, particularly in the light 
of the British Columbia Trade Practice Act,5 the Alberta Un- : 
fatr Trade Practice Act* and the Ontario Business Practice Act.” 


a iet — 


PART ONE: CONTRACTUAL REMEDIES 


I - NATURE AND SCOPE OF THE CONCEPT OF FRAUD 
Detinie@Lon 


In civil law the concept of fraud® Eelates sd LrecuLy 
to the problem of misleading advertising and contractual fraud 
involving contracts concluded between merchants and their cus- 
tomers. In the sense of the Quebec Civtl Code, fraud is an 
artifice used by one contracting party, or by a third party 
with the latter's knowledge, to mislead the other contracting 
party and induce it to undertake an obligation on the basis of 
this error.’ Fraud precedes the making of the contract and 
affects the consent that was given to it. In the situation we 
are concerned with, the customer is induced to undertake an 
obligation on the basis of an error, whereas he would not have 
done sc if he had known the truth, or to undertake an obliga- 
tion under harsher terms than he would normally have agreed 
to. In civil law, fraud accordingly implies an intention on 
the part of one contracting party, in this case the merchant, 
to deceive the other party, the consumer. 


It is the very existence, and particularly the inte- 
srity of the consent Of the contracting party deceived, that 1s 
placed in question as a result of the fraudulent practice. The 
consent of one party is affected by the error deliberately in- 
duced by the other part. This situation differs from that con- 
templated by Art 992 of the Civil Code. In the latter case, the 
only issue is the error arising from the party relying on it, an 
there is no misleading practice on the part of the other party. 
The contracting party is then a victim of his own error. While 
admitting that this error may also render the contract voidable, 
the creators of the Quebec Civil Code agreed to restrict the 
cases in which a person could plead his own error to cases in- 
volving an error as to the nature of the contract, 8 its sub- 
stance” or a primary consideration.!9 These restrictions are 
not found in cases of error caused by fraud on the part of 
another contracting party. 


ae" It is also evident that there are no limitations a 
priort as to the type of contract that may be contested on the 
grounds of misrepresentation (dol) or misleading advertising. 


Sos. = 


We shall see that contracts of sale, whether of movables!2 or 
immovables, 145 of lease, 4 for the furnishing of services! or 
relating to any other obligation, may be the subject of an ac- 
tion for rescission, reduction of price or damages. Indeed, 
it is clear that all obligations may be the subject of misre- 
presentation or misleading advertising. 


It matters little what means are employed to deceive 
the consumer. Here again, the intention of the Civil Code is 
Hott tor linet ets application to:fraudulent practices’ toy only 
one type of representation. Any form of misrepresentation, 
be it verbal,! written, 4 in the form of a notarial deed, 18 
published in a newspaper, 19 reproduced ina brochure, or 
Simply posted, may be grounds for damages, a reduction of 
the price paid, or even for rescission of the contract under- 
taken as a result of the misrepresentation. 


In consumer law, accordingly, fraud is a practice 
used by a merchant, or by a third party with his knowledge, 
as for example an advertiser, with the intention of misleading 
a consumer and inducing him to enter into a contract on the 
basis of this error, without which he would not have contract- 
ed or would have done so at a lower price. As we shall see, 
the practical application of the general principle stated here 
is much more of a problem than the nature of the obligations 
at issue or the means used to deceive the consumer. 


Scope of the Concept of Fraud 


As will be seen, misrepresentations made in order to 
mislead a consumer may take several forms and cover many Situa- 
tions. Here we seek to determine what, according to the Quebec 
courts, constitutes a fraudulent practice, as opposed to a mere 
exaggeration which has no effect on the contract. This ques- 
tion must be first be studied in the light of the defendant's 
(merchant's) actions, then in the light of the plaintiff's 
(consumer's) actions. In the area of fraudulent practices, a 
distinction must be made between cases where the error of one 
contracting party is a result of direct representations and 
cases where the other contracting party remained passive, as 
in the case of an error brought about by silence. Finally, 
we shall examine the problem of defining the limits of liabil- 
ity occasioned by fraud. 
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Analysis of the Defendant's Actions 


1 - Misrepresentation 


(a) False statement and deceit 


Here the fraud consists of falsely insinuating, by 
means of direct representations made to the contracting party, 
the existence or non-existence of past, present or future 
facts that lend qualities or a value to the goods sold or the 
service supplied that they do not have. 


With respect to the representation of past facts, 
Quebec courts have held that the fact of claiming that used 
goods were employed to a degree other than that to which they 
were really employed constitutes a fraud. For example, it has 
been held that the fact of representing a refrigeration system 
as having been used for only a few months, when it had actuallv 
been used for several years, is fraud and subject to penalty. 
The same holds true for a case where the buyer of an automobile 
proves that the odometer of the vehicle was turned back with 
the seller's knowledge, although the latter denied that the 
vehicle had ever been previously used tas <4 taxi.“ Along the 
same lines, a seller who has stated to a buyer that the auto- 
mobilewhe, wishes; to; Seld@has: never been wnvolveds man eacen— 
dent, when in fact the vehicle was seriously damaged some time 
earlier anvanvaccadent, is held ltable rox damaves, Orarcesc is. 
sion of the contract.24 Representations concerning the pre- 
vious production and past profits of a business are also sub- 
yect Conclose, scrutiny "by Ghemcourts Mele, soriexampLe., Lic 
buyer or leaseholder of a business proves that he was given 
falsified accounting reports, false inventory statements or a 
list of customers who no longer do business with the concern, 
or that it was generally represented to him that the business 
produced sizable profits when in fact it operated at a loss, 
then he is entitled to rescission or to appreciable damages .29 


The fact that the seller tried to deceive the buyer 
aS tol the existencerof a defect, pnesent, ate the timenutuso le, 
also constitutes a fraudulent practice. The same holds true 
in cases where the seller of an automobile makes a verbal re- 
presentation to the consumer that the used vehicle intended 
for the latter is in excellent condition; when it in fact has 
serious hidden defects.2© The act of selling goods as new 
when they are used, or of redating a vehicle whose year of 
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manufacture is earlier than the date indicated to the pur- 
chaser, 78 is also a fraudulent practice. All these considera- 
tions have a significant influence on the value of the goods 
at the time of sale. The same holds true for the_sale of an 
immovable that is not as large in area as claimed, OL “Or 
the rental of real estate that does not possess the qualities 
represented by the dealer. 


The promise of a future act to induce the contracting 
party to undertake an obligation raises further problems. It 
Wao airedady been, stated that the promise of a future act; can 
only be fraudulent if its performance depends on the person 
making the promise and not on a third party, since the person 
deceived cannot reasonably expect a third party to be,bound 
merely by the promise of the other contracting party. How- 
ever, where the other contracting party itself undertook to 
provide a service to the plaintiff on condition that he buy 
specific goods, and where that party had no intention of pro- 
viding Such service, our courts have held that there were 
grounds for rescission on account of misrepresentation, or for 
damages because of failure to fulfill the bik asmerony 2c The 
same holds true in cases where the vendor of a building lot 
represents to the consumer that various services will be avail- 
able to purchasers for their recreational activities (pool, 
golf course, park, and so on). It is then possible to bring 
an action on the grounds of misrepresentation for performance 
of the obligation. 


Fraudulent practices may relate not only to past, pre- 
sent or future acts affecting the scope of the contract, but 
also to the very nature of the obligation undertaken. In such 
a case, the Court does not hesitate to order rescission of an 
obligation where a contracting party was led to consent to one 
legal act when he believed that he was consenting to another, 
as a result of fraudulent practices on the part of the other 
contracting party or a third party. This was the basis for 
rescission of contracts for the purchase of construction mate- 
rials and services, in a case where the consumer believed that 
he was consenting to a simple advertising promotion campaign, 
and for the cancellation of obligations in a case where the 
Signer acted as security, though it had been represented to 
him that it was only a question of a letter of reference. 


Generally, it is not necessary for the defrauded party 
to prove that the other contracting party was aware of the 
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fraudulent nature of its representations, if the facts pre- 
sented were fraudulent through negligence, by the fact of 
Nexcessive zeal'',3/ or if it may be presumed from the nature 

of the seller's business that the latter could not be unaware 
of the deceptive nature of his statements.38 The important 
point is that the representations made by means of advertising 
campaigns on the part of the seller or lessor are not substan- 
tially in accordance with the tacts, sites thereforcsonaincele 
importance whether the merchant consciously intended to deceive 
the consumers. 


(b) Silence and non-disclosure 


From the preceding it may be concluded that a fraudu- 
lent practice occurs whenever misrepresentations were made 
that misled a contracting party. The problem of knowing wheth- 
er one can base an argument on the fact that a merchant remain- 
ed silent ‘asyto the defects, of goods sold, jorsaniimportanteas— 
pect ofea transaction,fas-Less-<sample.~ -This,tsenesga tive 
fraud. 


It: is' generally held that, this is, not a, fraudulent 
practice since the latter can only occur when there are direct 
formal representations on the, part: of one of the parties. 40 
The fear exists that a contrary solution would result in des- 
troying the security of business transactions by obliging the 
seller, for example, to disclose an important fact, without 
being able: to define in cach case what 1S meant by “important 
Pare ta | 


(TRANS )f <0. Can) the .silence:.of ascontracting: party. ue 
fraud?-« In principle.) it cannot.enshhe, concent: Ome caud 
by ats: nature,anvolves an activity .anvact yates) bard 
to; reconcile, with, ay ftaddure. to, act. \Fomiexample.s dhe 
purchaser on credit who does not disclose his insol- 
vency is not committing a fraud. Here again, however, 
and wherever fraud is in question, this principle is 
governed by the facts. Silence may become construc- 
tive fraud depending on the circumstances. Thus, as 
soon as total silence is broken, no further conceal- 
ment is allowed:the buyer on credit who represents 
himself to be solvent must do so in all truth, other- 
wise he is committing fraud by misleading the other 
contracting party on this matter. It is the duty of 

a contracting party who discloses a part of the truth 
to make a full disclosure;if he does not, any inaccur- 
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acy as to the facts can be imputed to fraudulent 
non-disclosure. 41 


Under this interpretation, total silence is allowed, 
but not half-truths or failure to disclose all the facts. When 
one of the parties begins to disclose an important fact, it 
must make a full disclosure, and not deal only with the aspects 
that are favourable to itself.44 


The courts appear to have made an important modifica- 
tion to this principle, in cases where an immovable is sold with 
out the seller disclosing the existence of concealed servitudes 
or of building restraints. In this case, it was held that the 
purchaser may seek rescission of the sale or damages resulting 
from fraud on the part of the seller, where the servitudes were 
not apparent and could not be detected during an inspection of 
the premises.49 Likewise it was held that the seller of a lot 
must disclose to his purchaser the existence of a building re- 
straint.44 This modification to the rule that the contracting 
party's silence is not fraudulent in nature seems to have been 
applied only by way of an exception to other types of 
obligation.4 


2 - Simple exaggerations or dolus bonus 


The requirements imposed on the party making represen- 
tations for trading purposes do not go so far as to oblige if 
to remain neutral with respect to the quality of the products 
sold or services offered, or to disparage the object of the 
sale. It appears that certain practices of varying degrees of 
fairness are tolerated, and that a blind eye is turned toward 
a certain kind of mis-statement when it apparently causes no 
harm to the consumer, and that these practices are in facttac- 
cepted sales techniques in the business world.4© Accordingly, 
some authors give the seller the right to (TRANS) "exaggerate 
the value of his merchandise", since (TRANS) ''such habitual 
commendations fool no one, the buyer is forewarned of them and 
it is up to him not to be foolishly taken in! .4/ 


Some writers have noted that this attitude is the leg- 
acy of a society in which contractual relations were much more 
restricted than they are now, and in which it was easy for a 
buyer to check the truth of any claims made to him.48 Unfor- 
tunately these permissible exaggerations may already have 
reached the point of completely destroying the credibility of 
mass advertising, whenever anything but a factual approach 1s 
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involved. 


Is not the art of presenting just one aspect of a 
product, and giving a certain slant to its presentation, the 
modern equivalent of the dolus bonus of the nineteenth century? 
What could then easily be checked out has become an intangible 
for today's consumer. For example, who can verify at home the 
pseudo-scientific claims made about the quality and properties 
of products? There is a danger that these "habitual claims 
(that) fool no one" haverbecome daily pitfalls} especially by 
reason of the nature and new scope of advertising promotion 
techniques usedvas Wpoliash = 


While the Quebec courts admit that a product may be 
commended, they have agreed to impose strict limitations on the 
extent to which 'business zeal" may be carried: 


(TRANS) While a seller is certainly not obliged to 
disparage his merchandise and may even 'polish' it 
somewhat, or, if desired, moderately exaggerate its 
actual qualities the law prohibits fraudulent prac- 
tices, namely those which cause error in the mind of 
the es contracting party and make it decide to 
Kee Br 


While, therefore, it is permitted to try to convince 
a consumer by using current advertising techniques, 29 the truth 
must be respected whenever material representations regarding 
the facts relied on are made.°! Our courts insist on stepping 
in and penalizing fraud, whenever one contracting party was 
misled by misrepresentations as to the facts. 


Analysisiof the. Plaintiffl's Actions 


It 25) not! enoughsror=thesvictimeot fraudstovproverco 
the Court that misleading representations were made to him and 
were the basis for his undertaking the contract. The plaintiff 
must prove that he acted prudently, on the strength of reason- 
able and credible representations, that he checked the truth 
of the information given him wherever this was reasonably pos- 
Sible, taking into account his experience and knowledge. A 
consumer who merely proved that a merchant took advantage of 
his gross naivete would have great difficulty in getting his 
rights recognized. 


The decision as to what constitutes the necessary 
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prudence is made by the Court in each individual case, accord- 
ing etootieacircumstances.. .;Thus,,'1f the victim was ineacposi- 
tion to check the truth easily, to verify the representations 
made to him and the nature of the obligation proposed, but did 
not do so, he has only himself to blame.°* This strictness on 
the part of the courts is especially evident in cases where 
the importance of the obligation undertaken should have made 
the defrauded party think twice and act more prudently, since 
the courts do not require verification of obligations of minor 
importance. 


Accordingly, an experienced businessman who has 
brought a business without consulting the balance-sheets, tax 
returns and order books produced for or available to him, can- 
not base his argument on fraud by the seller if he relied on 
verbal representations. °° Nevertheless, a businessman who re- 
quested to see the accounting statements and who was told that 
they had disappeared in a fire, can plead the fraud of the 
other party>* since he did not neglect to make inquiries. 


The consumer who merely proves to the Court that he 
relied solely on the verbal representations of the merchant, 
without reading the contract that he signed, will be in an ex- 
tremely poor position to rely on misrepresentations made to 
him if, by a simple reading of the contract, the error could 
have been dispelled.°5 The same is true for the buyer of a 
vehicle who was able to check and examine_the automobile sold 
to him at his leisure, but did not do so. 


The degree of prudence required of the contracting 


party is determined for each individual case: The courts 
show much more leniency with respect to a contracting party 
that was misled by reason of his inexperience or did not 
read the contract because he could not read. On the other 


hand, the experienced businessman must Segre more prudence 
than that required of. the ordinary consumer .> 


Definition of the Limits of Liability 
Occasioned by Fraud 


At the time of signature of a contract made as a re- 
sult of fraudulent representations, it is often found that the 
party responsible for the fraud has been careful to stipulate 
that it cannot be bound by any representations other than those 
contained in the written agreement. The contracting party 
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responsible for the fraud thereby endeavours to avoid the con- 
sequences of its representations and limit the extent of the 
scope of its fraud. It is customary to find the type of clause 
stating: 


(TRANS) No verbal or other representations made by 
any person shall be or is at present binding on the 
company, unless «it as containedvin "the textertsels 
Of thiseacceptance. 


Reading the contract in question often discloses that 
it no longer contains the representations that were made to 
the contracting party in sorder to Anduce 1it stosundertakeathe 
obligation. 


The Quebec courts regard this clause restricting the 
effect of the representations made as being in itself a de- 
ceptive *practice?: The Court wf Appealfhas» held that. anys vop- 
resentation made to induce a contracting party to undertake 
an obligation, whether by means of pamphlets, advertisements 
or any other form of promotion, is part of the contract and 
binding on the pao uSiNng =it> jus tease rise hadvbeengexpress - 
ly stipulated.® It therefore seems that the only effect of 
the Consumer Protection Act®2 of Quebec in this respect was 
to give concrete form to well-established precedent, when it 
stipulated that any goods supplied by merchant must correspond 
with the description given of them in contracts, catalogues, 
circulars and by other means of advertising.©4 The Act also 
states that any warranty in a merchant's advertising concern- 
ing goods. is-considered as’ being part of the contract of sale 
of these goods. 64 


Finally #-theresrsethe problemPofithe esiect ofvtiic 
immunity clauses in which the seller of an immovable attempts 
to avoid liability resulting from a concealed servitude af- 
fecting the property sold, or from concealed defects in the 
goods sold. In accordance with well-established case law, the 
Quebec courts have decided that the seller is presumed to be 
aware of defects in the goods he sells, > and of the servitudes 
affecting his immovables,®© and that, knowing them, he cannot, 
without being guilty of fraud, stipulate that he shall not be 
bound by any warranty in respect of them. 


It must accordingly be concluded that whenever it is 
a question of studying the fraudulent practices that one con- 
tracting party may have used to deceive the other, Quebec 
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Civil law does not recognize the validity of contractual 
clauses than attempt to restrict the application of any rep- 


resentation made for the purpose of absolving the seller con- 
cerned of any liability. 


roar 


II - CONDITIONS FOR THE EXERCISE OF A REMEDY IN DAMAGES 
OR FOR RESCISSION ON GROUNDS OF FRAUD 


When bringing an action to rescind a contract entered 
into aS 4 result of a“traudulent practice. or dn detrei ier 
damages on grounds of fraud, the plaintiff must satisfy a nun- 
ber of conditions prescribed by the law. In particular, he 
must assume the burden of proving that the impugned action 
constituted a fraudulent practice with regard to him; he must 
not have subsequently ratified the contract that was entered 
into; and finally, he must show that the fraud had a decisive 
influence on his consent to enter into the contract, and that 
the fraudulent practice was perpetrated by the contracting 
party or by a third party with its Knowledge... Lastly, there 
is the problem of restitution to the parties following a pos- 
sible rescission of the contract. We shall examine these 
problems here. 


Burden and Form of Proof 


Since bad faith on the part of the other contracting 
party can never be presumed , 67 it has often been held that the 
party claiming to have been misled is responsible for proving 
the, €xistence of fraudulent practices on tie pare Ob euacece— 
fendant,©8 and that, in the absence of a preponderance of evi- 
dence to that -efrect sttne contract must pes upheld. ©9 Consumers 
often fail on this burden of proof. / 


The main point of controversy regarding the evidence 
that must be presented by the plaintiff concerns the type of 
evidence that wcan be given deainst a iwritcenm cantkace,.) Jf 2c 
necessary to determine whether the contracting party who is 
alleging fraud by the opposing party can offer testimony to 
contradict the written contract concluded between the parties, 
and show the existence of misrepresentation, verbal or other- 
wise, at the time the’ contract was concluded. At first glance, 
it seems that the answer must be in the negative, since Art. 
1234 of the Ctvtl Code, in the chapter on proof, seems to rule 
out all-“testimony’ to* contradict a written deciment: 


Art.1234: Testimony cannot in any case, be received 
to contradict sor ese the terms of a valid 
written instrument. / 
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This interpretation was accepted by our courts at the 
time of the codification’* and some decisions still seem to 
support it now, although indirectly. /4 


However, this intepretation is no longer accepted by 
the great majority of writers, / andes" contradictedepy ae 
large number of decisions in our superior courts.’ It has 
been noted that Art.1234 of the Civil Code is applicable only 
when the written agreement has been validly concluded between 
the parties, and that proof of fraud has the effect of impugn- 
ing the very validity of the document. Since fraud is a legal 
fact, it can be proved by any type of evidence./© The party 
contesting the validity of a written agreement on account of 
fraud is thus allowed to give testimonial evidence to prove 
that false representations were made and that it was misled 
by these practices. Such evidence may even be produced against 
an authentic deed: it is not necessary in such cases to proceed 
by means of an action for fraud. // 


The only problem now remaining in this regard is to 
determine whether the Court can require that a party giving its 
own testimony regarding misrepresentations made. to itishalieea — 
so corroborate its testimony. It is now well established that 
a party submitting evidence that it has been misled must Sup- 
port this claim with other testimony or proof of facts which 
corroborate its own testimony. It is therefore necessary that 
conclusive evidence be given in that regard. /8 Otherwise, our 
courts feel it would be too easy to allege the existence of 
fraud, and this would threaten the security of contractual . 
arrangements. 


Finally, it is noted that the burden placed on the 
plaintiff to prove that he has been misled, and present factual 
evidence corroborating his testimony, is very often lightened 
by the lesionary nature of the transaction in question. It is 
felt that proof of the lesionary nature of the transaction 
amounts to corroboration, since the plaintiff's acquiescence 
is only explainable in such a case by the alleged 
misrepresentation. 


(TRANS) In seeking to determine the extent of the 
misrepresentation and the effects it can have in, as 
rt were, ‘forcing consent', a criterion emerges - 
Pasion. “leds not thate lesions grounds for nullity, 
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but it can serve as a standard or measurement in de- 
termining the influence that the misrepresentation 
exerted in securing consent.80 


The lesionary nature of the contract thus becomes a 
supplementary factor enabling the Court to decide whether it 
is probable that the contracting party could have given valid 
and informed consent apart from the hypothesis of misrepresen- 
tation. When the imbalance between the reciprocal benefits of 
the. contract is such that it. is not.possiblesfor ayreasonable 
person to have given his consent without having been misled or 
induced into error, the Court will conclude that this situation 
corroborates and lends plausibility to the plaintiff's testi- 
mony that he was misled. 8l 


In general, then, it must be concluded that a consumer 
wishing to bring an action for rescission of a contract, or for 
damages on grounds of fraud, must prove that such fraud exists. 
He may do so by giving testimony, even to repudiate a written 
agreement. Proof that the agreement concluded between the par- 
ties is lesionary may then serve to corroborate the plaintiff's 
testimony. 


Non=rat1 fication 


A contract concluded as a result, of fraudulent prac- 
tices ws notevoird but: vwordablhe , sincestraud-onsthe pane yon ga 
contracting party 1S..a) basis forsrelative,s mon-absolute mul- 
lity.82 It is therefore necessary to apply formally for re- 
scission of the contract or for damages; otherwise, the con- 
tract jwill continuerto ‘have ftublweftect. Krometherapplhicetion 
of this principle it follows that a contract entered into as 
the result of a fraudulent practice may be ratified formally 
orvabsolutely "by sthe consumer, \viacitsrabeiication?consi1seés vin 
a fact which necessarily implies waiving a right of action for 
rescission or damages. We shall clarify here what constitutes 
a fact implying ratification, but it is important to observe 
at once that there can be no exercise of the remedies from 
fraudulent practices if the contract has been ratified. In 
practice the problem of ratification acts as an estoppel to a 
good many remedies enjoyed by consumers. 


; Our courts have dealt at length with the problem of 
the ratification of contracts entered into as a result of 
fraudulent practices. In general, the party complaining of 
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fraudulent practices must have applied for rescission of the 
contract or for damages as soon as it became aware of the mis- 
representation that misled 1t. Two types of situations may 
arise in this case: situations where mere disclosure of the 
truth enables the contracting party to gauge the full extent 
of the error that was caused, and situations where knowledge 
of the fraudulent practices can only be acquired gradually. 

In deciding whether the contract has been ratified, the Court 
considers only the length of time elapsed and the events that 
have occurred since knowledge of the existence of the mislead- 
ing practices was acquired. 


In the first type of situation, where mere knowledge 
Sieunicetraud makes =i possiblé to gauge the full éxtent of “the 
error induced, Quebec courts require that the misled party 
brim? san “action -tor rescission or for damages at “the earliest 
possible opportunity after a reasonable period for reflection.84 
A party that waits many months before acting will be deemed to 
have ratified the transaction implicitly.*4 Length of the time 
elapsed since the transaction is not the sole criterion 
abling the Court to decide whether the contract has been rati- 
Bved. “ihe Gourt’ also’ takes* into account the fact that the 
misled party did not allege the presence of misleading prac- 
tices until it was itself sued for repossession of goods sold 
on instalment or for payment of its debt. A party that then 
merely pleads that it was misled when entering into the con- 
tract, but has remained passive since that time, will be deem- 
ed to have ratified the contract. 


The same is true in the case of a party that sues for 
rescission or damages within a reasonable time, but continue 
to use the goods purchased as a result of the fraud until the 
judgment, or who sells the goods purchased before judgment 
is rendered.°’ There is then implied ratification of the 
first contract entered into. 


It is found that in practice the party seeking to im- 
pute fraud to its opponent must satisfy very strict require= 
ments in many cases. The party that has been misled must | 
bring an action as soon as it has full knowledge of the mis- 
leading practices and must cease using the goods that will be 
the subject of the action until the judgment is delivered. 

In view of the length of legal proceedings and the investment 
involved in the purchase of a house or car, it must be con- 
cluded that this rule runs counter to the interests of con- 
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sumers, who by definition have very few alternative solutions. 
One has only to consider the cost and risk involved in storing 
a vehicle that is the object of a fraud action for many months 
or even years to realize that these are excessive requirements 
for the majority of consumers. 


In cases where the nature and extent of the misrepre- 
sentation can be learned only gradually, the courts are less 
demanding with regard to the time elapsed between the date the 
contract was concluded and the action for rescission or damages. 
This situation is frequently encountered in the sale of a busi- 
ness as the result of misrepresentation. The person who buys 
a business on the strength of fraudulent financial records 
must be able to hold it for a certain amount of time before he 
is able to realize the falsity of the representations and their 
extent. The Court therefore allows the plaintiff to operate 
the business for up to a year before bringing an action, since 
the value of a business can only be judged on the basis of a 
year of operation. 98 However, these are exceptional situations. 


Determining Character of the Fraudulent Practice 


It follows from the wording of Art.993 CC that the 
fraudulent practice must have influenced consent to the con- 
tract, that is, it must have involved a consideration without 
which the contracting party would not have contracted: 


Art.993: Fraud is a cause of nulltty when the 
artiticese practised by one, orswithy his 
knowledge are such that the other party 
would not have contracted without them. 
(Emphasis added.) 


This anterpretation-is logical andefinds tesmiitest 
application in cases where the normal sanction for fraud is 
simple rescission of the contract. It is logical to require 
this when the absence of consent involved a major considera- 
tion. It must be apparent, therefore, that without the fraud- 
ulent practices the party shed heneene the validity of the con- 
tract would not have contracted. & Only primary fraud can 
S1VeS BLSe, to, Reca-SsiLony im ithis.-casex 


An important problem remains, however. Often, the 
fraudulent practices involve considerations which are secondary 
to the contract, but which are nevertheless important to the 
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contracting party - for example, the amount of prior use of 
the property, its year of manufacture, the price reductions 
pomccd Olyerncuconclt1on of the propertyor ats state of re- 
pair. It is presumed, in such cases, that the consumer would 
have contracted anyway, but on more advantageous terms. There 
is then a case of incidental fraud. It only influenced accep- 
ponee OL tie sterms, Ot the contract. but did not directly, in- 
fluence the principal consideration. 


(TRANS) Incidental fraud is that perpetrated in the 
course of a transaction already initiated. Its pur- 
pose is not to induce one of the parties to contract, 
but only to induce it to accept terms which it would 
not,accept,i1f it were not. misled. 


Incidental fraud is therefore apparently not covered 
by Art-993, which applies only to cases where the fraud in- 
volves a principal consideration. It is necessary in such 
cases to seek damages in a delictual action based on Art-1053 
of the Ctvtl Code. This remedy does not entitle the plaintiff 
to rescind the contract, but only to claim damages resulting 
Prom.the.traudulent. practices. 


It follows from the foregoing that only in cases 
where the plaintiff sues for rescission of the contract is it 
necessary for him to prove that fraudulent practices influ- 
enced the Bene) pas consideration, without which he would not 
have contracted.’ In the case of an action for damages, it 
is only necessary to prove the extent of the damages. This 
is also the case for an action to reduce the price, which, as 
we shall see, can also be admissible in a claim based on in- 
cidental fraud. This interpretation is now commonly accepted 
by the Quebec courts.99 


Participation of the Contracting Party 


Pursuant to section 993 of the Civil Code, it 1s 
necessary that misleading advertisement or, more generally, 
frauds, have originated from the contracting party or from a 
third party with his knowledge for a recourse in annulment or 
contractual damages to be possible. This requirement seems 
paradoxical since the Civil Code mainly deals with fraud and 
its punishment to the extent that it affects the consent of a 
contracting party .94 The fact that the fraud has originated 
from the contracting party or from a third party without his 
knowledge does not change anything to the fect that it as the 
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consent itself of the defrauded party that has been vitiated, 
notwithstanding the origin of the false representations. It 

is for this very reason that the Czvtl Code punishes the error, 
even when it originates from the party that invokes it. It is 
the case of error on the nature of the contract, its substance, 
or a principal consideration under section 992 which deals only 
with cases where the party itself made the error. Therefore, 
it is somewhat surprising that, in appearance, the requirements 
be stronger for a mistake originating from a third party, who- 
ever he is, than from one that is caused by the person who 
invokes /1C.. 


In view of the numerous remedies open in cases of 
fraud, we will see that the problem might be more theoretical 
tChanereal. 


The Quebec Civtl Code requires that the misleading 
artifices be practised by the contracting party or a third 
party with his knowledge.95 Thus, annulment of the contract 
will be denied if the reason invoked is that a person who is 
not party to the contract made misleading representations. 
Two significant examples of the application of this principle 
can be found in recent decisions of the Montreal Provincial 
Court. * Ttewas decided in the tirst, Case that the dssul ance. 
Made “bya Cleaning appidganecs seller to tne cr iecu Ulatenc 
would give cleaning contracts to the buyer of his appliances 
are not binding on the finance company who extended a loan to 
the buyer enabling him to buy the said appliances, since this 
yey was not aware of the representations made to the buy- 
ele It was also decided that he who buys a truck on the 
Strength of newspaper advertisements to the effect that this 
purchase would give him a right to transport contracts cannot 
request the annulment of the contract if it was made with a 
dealer who was not aware of the representations made by the 


author of the advertisement, the latter not being the dealer's 
representative.9/ 


The consumer who wants to prove that his co-con- 
tracting party was aware of the existence of fraudulent artifices 
practised by a third party, will be faced with yet another 
obstacle than the requirement mentioned above. In fact, it 
1s almost impossible to prove in most cases. Experience 
reveals this proof to be much too difficult. 


However, if the contracting party is not bound by 
false representations made from third parties without his 
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knowledge, he is still bound by representations made by his 
agents, even in cases where he was not aware of them, since 
they represent him. Thus, it was decided that representations 
made by real estate brokers or agents bind the seller and may 
lead to the annulment of the contract or to damages.98 


The Cztvtl Code requirements to the effect that false 
representations must have originated from the contracting 
party or a third party with his knowledge, do not deprive the 
misled party of the right to take damage action against the 
author of false representations who is thereby responsible of 
a quasi-offense99 (1053 Civil Code) or to request the annul- 
ment of the contract when the error thus provoked comes under 
section 992190 in cases of error in the nature of the contract, 
tpeecubotance, Of deprincipal consideration, Since this pro 
vision does not contain the same requirements as section 993. 


This last remark is most important, since it allows 
us to conclude that the misled consumer can, in most caSes, 
have effective recourse even in situations where false repre- 
Ssentations are not the fact of the co-contracting party or of 
a third party with his knowledge.!01 The provisions of sec- 
tions 1053.and 992 of the Civil Code provide an effective rem- 
edy when the co-contracting parties involvement in the fraud 
may be lacking as regards the application of section 993. 


ReStorat 10n™ 


As a rule, when the party that has been the victim 
of fraud requests the annulment of the contract, it must be 
in a position to restore the object of the transaction in the 
state it was at the moment the contract was made. The obliga- 
tion to restore would come from section 1087 and 1088 of the 
Ctvil Code.192 This requirement is compulsory in cases where 
the plaintiff invokes section 992 Civil Code for an error 
originating from himself. This is to avoid the contracting 
party who had nothing to do with the error being the only one 
to pay for the lack of know how or experience of this co- 
contracting party. 103 Especially in view of the particular 
nature of the action for annulment, it was intended to extend 
this requirement to cases where the plaintiff is the victim 
of an error made by others. 


Even if they have never directly rebutted the grounds 
for this principle, which can be most disputable in cases of 
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fraud, .our courts did mots intend to strictly, bindsthemaictim 
Copehis requirement , 104 In cases where the value of the mer- 
chandise sold further to false representations has been con- 
siderably diminished because of the existence itself of the 
fraud committed by the defendant, the Quebec courts declared 
that the responsible party had only himself to blame and that 
there was no reason to apply this principle, since otherwise 
the victim would be prevented from exercising his rights be- 
cause of the defendant's offence itself. Numerous decisions 
support this opinion.!95 These decisions seem even more equi- 
table since the author of fraudulent artifices could himself 
jeopardize what he has received as counterpart in the trans- 
action. to prevent. any annulment sin, théeseventeghat theyresto. 
ration requirement was enforced to the letter.106 
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ITI - THE SANCTIONS FOR FRAUD 


Annulment 


Annulment is the only punishment explicitly provided 
by the Civil Code in cases of fraud.!97 As already seen, an- 
nulment is limited to cases where the false representations 
concerned the principal consideration of the contract or a 
condition without which the contracting party would not have 
agreed to the contract. 


Pursuant to section 2258 Civil Code!98 the annulment 
is subject to a 10-year prescription and is only available to 
the victim since the intended annulment is only relative. It 
is the most common punishment enforced by our courts.199 


Price Reduction 


The possibility of granting a price reduction 
(quantt mtnorts) instead of an outright annulment was and 
still is to some extent the object of a very heated contro- 
versy as regards doctrine and jurisprudence in Quebec. Seeing 
that the victim of misleading advertisement or fraudulent ar- 
tifices does have any interest in requesting an outright an- 
nulment in many cases but rather a price reduction, some want- 
ed to apply to fraud cases the principle of warranty against 
latent defects provided by section 1522 et seq. of the Civil 
Code and this, within the dealer's responsibilities. Indeed, 
it is noted that in these cases, the misled buyer would still 
have agreed to the contract if he had known the truth, that 
he would have done it while requesting a lower price, or that 
the annulment and the restoration may be more harmful to him 
than to the dealer. 


The question is to know whether the purchaser who 
does not want or cannot request an annulment of the contract 
can ask for a price reduction, thereby insuring that his total 
obligation is equivalent to the effective equity of the con- 
tract. This option is most interesting for the purchaser. 
Indeed, the provisions of the warranty against latent defects 
provided by section 1522 et. seq. of the Civil Code consider- 
ably simplifies that task of the plaintiff in a case of fraud. 
These sections provide that; 


eye 


Section 1522: The seller is obliged by law to warrant the 
buyer against such latent defects in the thing sold, 
and its accessories, as render it unfit for the use 
for which it was intended, or so diminish its useful- 
ness that the buyer would not have bought it, or 
would not have given so large a price, tf he had 
known them. 


Section 1523: The seller is not bound for defects which 
are apparent and which the buyer might have known of 
hinsele. 


Section 1524: The seller is bound for latent defects, even 
when they were not known to him, unless it is stipu- 
lated that he shall not be obliged to any warranty. 


section 15267 The buyer has the optton of returning the 
thing and recovering the price of tt, or of keeping 
the thing and recovering a part of the prtce accord- 
tng to an estimation of tts value. 


Sectionals? 7s If the seller knew the defects of the thtng, 
he ts obliged, not only to; restore the: price) of it, 
but to pay all damages suffered by the buyer. 


He is obliged in like manner in all cases, in which 
hes is,degally: presumed to- know. the. detects: 


Seck@onel 28: If the seller did not know the defects, or 
is not legally presumed to have known them, he is 
obliged only to restore the price and reimburse to 
the buyer the expenses caused by the sale. 


(Emphasis added) 


As can be seen, the use of the warranty against la- 
tent defects gives the consumer three possible recourses. 
The consumer or, in a more general way, the misled contracting 
party, "has the option of returning the thing and recovering 
the price of it (cancellation) or of keeping the thing and re- 
covering a part of the price according to an estimation of its 
value (price reduction)''. A third recourse is possible. If 
the seller knew the defect of the thing, "he is obliged not 


only to restore the price of it, but to pay all damages suf- 
fered by the buyer". 
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Even if it can be seen immediately that it is diffi- 
cult to equate an action for fraud and an action for latent 
defects in all cases, it is certain that the multitude of re- 
courses epuovided, an Che case: of) latent, defects, 1S;bet ter 
adapted to the needs of the defrauded parties than is the case 
with the sole cancellation on grounds of fraud provided by 
section 993 Ctvtl Code. 


Some believe, and rightly so, that the defrauded 
party should not be limited in its recourses and that the 
action for price reduction is more equitable. Even if the 
acceptance of this principle now appears to be general, this 
extension of warranty rules governing latent defects to cases 
of fraud was not made without opposition, and it is still 
giving rise to substantial problems within a new legislative 
policy. 


One trend was to impose strict limits on or even make 
impossible the recourse to an action for latent defects ina 
case of fraud. At first, this position appears to be more in 
line with the CivtZ Code's coherence and internal logic since 
the action for price reduction pertains more to a breach of 
contract than to a preliminary defect of consent. However, 
it leaves the contracting party without any other recourse 
than outright annulment or damages (1053 Civ7l Code) . 


When the damages suffered are only a decrease in 
value of the object of the contract, the only remedy 
is a request for annulment. For other damages, 
fraud, with its offending feature, adds an action 
for compensation that we could encounter in tire 
chapter on error.1!10 


For a very long time, the Quebec jurisprudence was 
based on a decision rendered by the Supreme Court!!! at the 
beginning of the century to refuse actions in price reduction. 
The case in question is Pagnuelo vs Choquette, which deserves 
particular attention at thi se point in that matter, the seller 
of five apartment buildings made false representations to the 
buyer to the effect that the said buildings were built of solid 
stones while a great part of them was made of wood covered with 
bricks and stones. The seller could not be unaware that Aas 
representations were false since he was the builder of the said 
buildings. The misled buyer instituted an action to have the 
sale annulled, which the Quebec Superior and Appeal Courts re- 
fused on the grounds that the best remedy was an action in 
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price reduction and that it was impossible to have both parties 
restored. Seeing that the fraud had been proven and that the 
buyer would not have acquired the buildings if he had known how 
they had been built, the Supreme Court of Canada concluded that 
since the matter came under sections 991 and 993, it had no 
other choice than to grant outright annulment of the contract, 
and this, contrary to the pretentions of the defendant and 

the inferior courts since it is the only recourse provided by 
the Code; 


There is no choice, these sections require that 
the judge annull the contract. 


It is evident that the recourse reserved by the 
court is action for price reduction or damages. 
But this recourse is only given in cases of 
latent defects, and does not exist in cases of 
error (Ob spraud. 


Section 1000 is categorical. It only provides for 
an action in annulment.112 


Paradoxically, it is on this decision, intended to 
favour the misled buyer at the expense of the seller who wanted 
to make only a price reduction for his false representations, 
that a long series of decisions were based, refusing to grant 
an action for price reduction to the victim who cannot or will 
not request annulment.115 


If there could have been any ambiguity on the effec- 
tive scope of the Pagnuelo vs Choquette order, it can be Seen 
that the following decisions took a clear position against the 
idea of extending the action for price reduction to cases of 


fraud, thereby making a clear distinction between both situa- 
CLonse 


The buyer who maintains that he has been in- 
duced to enter into a contract of sale by 
fraud or error does not have the option 
between having the sale cancelled and re- 
covering the price on one hand and keeping 
the thing at a reduced price on the other, 


except on the case of 1501 and 1526, Civil 
Code, 114 


In 1955, two most important decisions were the turn- 
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ing point against this orientation.115 It was then the cus- 
tom of the Courts to give the victim of false representations 
the rieht to avail himself of all the recourses provided, by 
the Civil Code when these recourses could be applied to 
situations similar to fraud, and this, notwithstanding the 
"silences" of section 993 and 1000 of the Civil Code. Indeed, 
it could be held that what constitutes a fraud on the part of 
the one who is responsible for false representations is a 
latent defect for the victim of the same representations: 


According to our jurisprudence, 1t 1s ‘true 
that the quanti minoris action is limited 

to cases provided for in sections 1501 and 
1526 Civil Code, the latter concerning a 

sale affected by defects, but the borderline 
between latent defects and error is difficult 
to establish and is of great importance (...). 
Hasn't a fraud on the part of the defendant 
become a latent defect for the plaintiff71l6 


In Manseau vs Colette, we can see precisely the un- 
just feature of annulment as the sole punishment for fraud. 
In that case, the victim had bought an insurance firm and had 
moved with his family to the locality where the seller was in 
business. The sole annulment of the sale would have deprived 
the plaintiff of his new trade, even if this trade was less 
lucrative than represented, and would have been a major incon- 
venience for the whole family, forced to move again. 


The Quebec jurisprudence is now clearly established 
to the effect that a misled buyer, as defined here, can avail 
himself of an action for price reduction for latent defects. 
Thus, it was decided that an action for price reduction could 
be received when the seller of a car made representations to 
the effect that the said car was in good working order when it 
was not. The defects of the vehicle will then be considered 
as latent defects and the consumer will be in a position to 
obtain from the court the reimbursement of the price paid for 
repairs.117 


i spite Olea, Cercain jurisprudence to the 
effect that fraud would.only allow an action 
for contract annulment, it has evolved and it 
is now admitted that the victim of a fraud 
who wtlLl not or cannot request the annulment 
can request a price reduction or damages .118 


(Emphasis added) 
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This interpretation was used in many other situations 
in which sellers!19 and consumers!20 had been misled on the 
quality of the goods. 


Even 2£ the action for price reduction 1s more re— 
spectful of equity than the sole recourse for annulment, we 
must concern ourselves about certain abusive uses of the con- 
cept of latent defects in cases where an action for damages 
1053 Ctvtl Code would permit the same solutions but would show 
more respect for the nature of recourses. It 15 surprising 
that, for example, an action in price reduction could have 
been granted for latent defects in cases where the goods sold 
did not suffer from a "defect" under section 1522 Ctvtl Code, 
but simply did not correspond to the representations made by 
the seller. Thus, an action for price reduction was granted 
in numerous cases where a new car had been re-dated to give 
it a market value that it did not have.}21 Of, course, Gas 
only fitting to grant damages to a car buyer who paid more 
because he thought he was getting a recent model but one can 
wonder whether the fact that the car is of a particular year 
rather than another constitutes a latent defect under section 
1522 Civil Code, where the car is in perfect working condition. 
By doing so, there is a risk of completely distorting the con- 
cept of "latent, defects, contained im Section 1522007071 tod. 
when the action for damages is the most coherent legal 
recourse.122 


Finally, it should be noted that the abusive use OF 
actions. for price reduction in cases of latent defects within 
the meaning of section 1522 Civil Code et seq, has other major 
disadvantages, one of them being its inapplicability to cases 
where false representations concern "apparent defects''.123 
The victim of this type of representation runs the. risk of 
being in a most difficult position. Furthermore, and this is 
a substantial argument, the use of the latent defects recourse 
would only be applicable when the false representations per- 
tained to "a thing or its accessories", since the concept of 
latent defects cannot apply to services. There is thus a dan- 
ger of neglecting all false representations that do not con- 
cern goods, thereby neglecting the services sector as a whole. 


These considerations lead us to believe that an ac- 
tion for damages (1053 Civil Code) is the best recourse when 
the victim will not or cannot avail himself of its right to 
request the annulment of the contract pursuant to sections 
993 and 1000 of the Quebee Ctvil Code. 
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Damages 


Under section 1053 of the Civil Code124 it Sus fan 
offence to commit a fraud and it is recognized that the victim 
of false representations can make use of the rights and re- 
courses granted by the delictual responsibility system.!25 
Even if this recourse is recognized, there iS, however, a _ prob- 
lem as regards its scope and application. Trudel would like 
to limit the action for damages to extra-contractual damages: 


But these damages must be distinct and in- 
dependent from the objects and considerations 

of the contract. As regards these strictly 
contractual disadvantages, the sole and total 
indemnity is provided for and organized by 

the Code: it is the annulment of the con- 
tract. Under pretexts of indemnity, it is 
impossible to use fraud to modify an agree- 

ment and impose to one of the contracting 
parties a clause to which he did not consent .126 


Other authors only limit the action for damages to 
cases where false representations constituted an incidental 
fraud.127 Finally, others seem to accept the action provided 
by section 1053 Civil Code without any restriction.128 


It will have been noted that the question which in- 
terest us here is the possibility of using delictual act son, 
as a supplement within the framework of contractual damages. 
It is the problem of option in civil law, which is generally 
improperly referred to as "cumulation". The question raised 
by the option is to know if the victim can always choose the 
delictual system provided by section 1053 Civtl Code, even if 
he made an agreement with the author of the damages which is 
not absolutely null and the damages originate from a contrac- 
tual error on the part of the opposing party. It 1s) (Cher ga 
question of knowing if contractual damages can always be con- 
sidered as delictual damages when the contractual error may 
constitute a delictual error as in the case of false 
representations. 


For the problem of option or "cumulation" to exist, 
there must be three necessary conditions: the contractual.re- 
lations between the parties must be valid, the offence which 
is the object of the action must be within a contractual 


ez Oi = 


framework, and there must be a practical interest in distin- 
guishing between a contractual recourse and a delictual one.129 
Even if the third condition is satisfied here, i.e. a practical 
interest to the distinction, since the use of the delictual 
action gives a right to damages when a contractual recourse 
seems limited only to annulment,139 we should ask ourselves 
whether the two other conditions are satisfied in a case of 
fraud. First of all is the contractual relationship between 
the parties which results from fraud "valid", in the sense we 
give it here. We believe that this requirement only concerns 
cases where the contract is not valid because of absolute nul- 
lity, where it is, for example, the capacity of the parties 

to sign @ contract whichis the problem.131 Annulment for 
fraud is, as we have seen, only a case of relative nullity 
where a valid contract can be had further to a ratification, 
for example. Furthermore, it seems that the second require- 
ment is met since the Ctvtl Code itself deals with false rep- 
resentations within the framework of the contract and its 
drawing up. Consequently, there is good reason to believe 

that the problem of the option does exist in the present case. 


To refuse the possibility of option is to deny the 
misled contracting party the opportunity of availing himself 
of the right to sue for damages provided by section 1053 Civtl 
Code; to give it to him is to add to the action for annulment 
the possibility of claiming damages caused by the opposite 
party. 


Essentially, concerning the acceptations or refusal 
of the option, two unequal trends have developed among Quebec 
jurists. The first attitude, adopted by the majority of Tegal 
writers, would dismiss the possibility of option.132 Biers 
generally believed that admitting the option would be killing 
the compulsory nature of a contract and putting its effects at 
the suppletive level. A second attitude would like to see in 
section 1053 Crv1tl Code a public provision pre-existent to the 
contractual obligation.135 These would then be basic provi- 
Sions, that the contracting parties cannot ignore or sidestep, 
and that are superimposed on the contract .134 


For reasons of basic justice such as those we have 
seen in the matter of punishment for fraud, our courts now 
generally accept the possibility of option, thereby rejecting 
the opposite doctrine's arguments. This trend seems to have 
gathered much strength in the past few years.155 As regards 
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fraud, Quebec courts have been accepting for a long time the 
suit for damages based on section 1053 Civil Code.: 


The Court of Appeal declares that the de- 
fendant Adelson could not require the 
plaintiff to request the cancellation of 
Piesconcractyco which ihe was nota party 
and that, fraud being an offence, thts 
was a case for damages. 


(Emphasis added) 


Thus, notwithstanding any contract cancellation, 
Quebec courts grant Bete a ca as reparation for the ‘effects or 
false representations. 15 Certain people seem to have wanted 
to restrict this possibility to cases of incidental fraud 
only.138 This position remained the fact of +a, MimoGLty. 
Finally, it is noted that our courts even grant damages sup- 
pletively to outright annulment when it would not be enough 
to compensate all the damages suffered by the victim,!139 more 
particularly for troubles and inconveniences. Finally it 
should be noted that even in a case of fraud, compensation 
should only be granted in proportion to immediate and direct 
damages .140 
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IV - DAMAGE SUITS IN MATTERS OF MISLEADING ADVERTISING 


It is frequently heard that a recourse for annulment 
or reduction of liabilities may be available on grounds of 
lesion to consumers subjected to misleading advertising. We 
do not think that this assertion has any validity whatsoever 
since the concept of lesion has nothing to do with representa- 
tions made to convince a given party to sign a contract. In 
this instance, Section 99Sesnould be app) ted. 


In civil law, the concept of lesion only concerns 
itself with the results a transaction may Nave tora pare, 
Strictly speaking, "the lesion is nothing else than an imbal- 
ance in the economy of a contract caused by the inequality be- 
tween the parties' mutual performances. Thus it is an economic 
error, assumed and unwanted, on the value of the promised per- 
formance'!41, In the wider sense, lesion is "the financial 
damage suffered by a contraction party due to a legal ac- 
tion’.144 A transaction may cause lesion, without having 
been entered into in bad faith, or as the result of fraudulent 
intentions or practices by either of the parties.143 Lesion 
is linked to the results of a transaction and not to.the re- 
presentations that may have led to 1 such as in the case.os 
the COncepe sore frauds. 


With exceptions, 144 recourse for lesion is not open 
to persons of the age of majority in the Quebec Ctvtl Code. 
In 1971, the Consumer Protectton Act promulgated the adoption 
of the principle of annulment or reduction of the defrauded 
consumer's obligations. THES provision 15 (dit teu 
qualify in the sense of the traditional concept of lesion 
since it deals with cases where the seller “exploited the con- 
sumer "Ss inexperience’, but, 1n fact, 1€ 1S an extension oir ae 
recourse for cause of lesion to cases where persons of the age 
of majority contracted with the seller. This is very important 
exception to the principle contained in section 1012 of the 
Civil Code whereby: "persons of the age of majority are not 
mMNtLitred to relict from their contracts for cause of ies10n 
only.'' However, the waiver provided in this regard by the 
Consumer Protection Act is far from having all the importance 
that could be assumed by simply reading section 118 of the 
said Act. The "contracts" subjected to this provision are 


only those that involve credit and those made with an 
itinerant seller.146 


- 213 - 


PART TWO - DELICTUAL REMEDIES 


We have noted that delictual remedies could be used 
as suppletives when a contract has been made. The situation 
contemplated here is the one in which misleading advertise- 
ments or fraudulent artifices have been used, but did not re- 
sult in a contract. In some instances, the consumer would 
haveraneanterestiinesuing the: author ofethese: false nepresen-— 
tations since even if no contract was made, he suffered dam- 
ages because of them. The situation presents itself, for ex- 
ample, when a seller advertises an item he has no intention 
of supplying or which he intends to supply only in such a 
quantity that he will not be able to satisfy the demand created 
by the advertisement, with a view to attracting the public and 
trying to sell current articles. This technique is commonly 
referredito as."bait and switch selling’’..| In such a case, the 
consumer had to go to the commercial premises to buy the ad- 
vertised merchandise but could not do so due to the seller's 
deceptive artifice. 


In such a case, the remedy provided by section 1053 
of the Quebec Civil Code should be applied. As the system of 
contractual responsibility, the system of delictual responsi- 
bility required the fulfillment of three conditions, isersene 
prosecuted party must have committed an offence, damages must 
have been caused and the damages must be the consequence of 
the offence. The cases of misleading publicity and fraudulent 
artifices studied in the first part come under the traditional 
definition of offence.!4’ However, the problem of determining 
and defining the damage is more complex in the present case. 
Indeed, in most cases of misleading advertising which does not 
result in a contract, personal damages to the consumers are 
negligible if not non-existent. In the example given here, 
the consumer attracted on the premises by misleading pub- 
licity could sue for his travelling expenses, loss of time and 
inconvenience. But all of this is negligible. The consumer 
would then have to prove that he was attracted on the commer- 
cial premises mainly by the misleading advertisement (con- 
sequence). This is difficult and expensive to prove especially 
considering the weakness of the financial stakes. 


Thus, it appears that the recourse to the system of 
civil delictual responsibility where damages were caused fur- 
ther to a misleading advertisement that was not followed by 
a contract, is theoretically possible but inapplicable in most 
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cases. This most likely explains why, to our knowledge, no 
decision dealing with this problem can be found in Quebec 
jurisprudence. 


Essentially, it can be seen that the system of 
delictual responsibility is mostly used as a complement to 
the system of contractual responsibility in the examples 
given. im Part. One. 


The small amount of money at stake when a misleading 
advertisement has not resulted in a contract allows us to 
think that class actions are the only effective mechanism that 
can be a practical recourse for defrauded consumers. 
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CONCLUSION AND RECOMMENDATIONS 


Although the Quebec Civtl Code was not created 
within the context of our consumer society, it still offers 
a solution to most of the problems involved in the compensa- 
tion of victims of misleading or fraudulent practices. A 
brief study of the numerous civil law decisions on the 
subject shows us that the civil law still provides useful 
solutions. 


Thus, we may see that the problems caused by mis- 
leading advertising and fraud may be placed in the broader 
context of false representations, which may lead a party to 
contract as the result of an error induced by the other 
party. We have also noted that the concept of ViTauG 1S 
not restrictive and covers all types of representations, 
whether they be oral, written, published, or otherwise cir- 
culated. The civil concept of ''fraud" enables us to question 
all types of transactions in which misled parties CONnLTacLed. 
It is therefore believed that due to its extensive nature, 
the action for fraud serves the Quebec consumer very well. 


It is mainly in the field of contractual recourse 
that the civil law of Quebec chose to provide the misled 
consumer with a right of action. A study of the elements 
which make up fraud, of the conditions under which remedy 
can be sought, and of the resulting sanctions, leads us to 
believe that the misled consumer's position could be greatly 
improved in the present revision of the Civil Code,” or by 
the development of a new Quebec Consumer Protection Act. 


In order to provide Quebec consumers with an ade- 
quate civil remedy against misleading advertising, we believe 
that five contractual aspects of our law should be modified. 


The first modification that should be made concerns 
the types of behaviour which constitute "fraud" under the 
Civil Code. We have previously noted that the vendor's total 
silence or his complete abstention from giving any information 
on an important aspect of a transaction does not constitute 
fraud, since as it is presently defined, only positive be- 
haviours may result in fraud. 


The second problem arises when the consumer is re- 
quired to prove that he has been misled by fraudulent practice. 
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As we have noted, the rules of evidence have not been applied 
stringently, in that the consumer may use the injurious as- 
pect of the transaction as a presumption of misrepresentation. 
However, we believe that the burden of proof should be diver- 
sed when the consumer can demonstrate that the seller used an 
artifice which prima facte was fraudulent. Under the pro- 
visions of the British Columbia "rade Practice Act, the Un- 
fair Trade Practices Board!49 which deals with narrowly 
defined misleading representations requires the offending 
party to prove that the consumer was not in fact misled by 
the alleged misrepresentations. 


Ratification and prescriptive delays constitute a 
major problem. Often, the consumer will not know what may 
constitute an implicit ratification of a transaction that 
was entered into as the result of a misleading practice. It 
might be appropriate to adopt a presumption of non-ratifi- 
cation for a period of three months from the moment of be- 
coming aware of the misleading character of the transaction, 
this three-month period would also serve as a prescriptive 
for the action. Thus, the consumer would have three months, 
from the day the fraud was discovered, in which to prosecute, 
and would be presumed not to have ratified the contract during 
this period. An vadditionalsprobliem as created by sticsse 
during the, proceeding of the products which are,the, object oa: 
the misleading transaction. Under the present jurisprudence, 
this use ‘constitutes an simplicit Tatatacation.s [Nis el ceca, 
relevant problem, particularly when the consumer has purchased 
an expensive item for which he has a great need. Taking the 
example of a car, the consumer cannot refrain from using it 
and in addition incur storage expenses during the entire 
period while awaiting a court's decision. Nor would it be 
feasible for the consumer to acquire an identical item as a 
replacement during this waiting period. In these circumstances, 
it would appear that due to the possibility of ratification, 
the right to request an annulment of the contract or to win 
damages remains a theoretical right which for economic reasons 
1s not practicable. 


In this example, it should be provided that the use 
of the item does not constitute ratification and that if the 
consumer does make use of the article until the time of judg- 
ment, that the loss of value brought about by this use be 


deducted from the consumer's claim if it is accepted by the 
court. 
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In certain cases a problem may arise due to the 
relationship between the seller and a third party who made 
the false representations. This party may sometimes promote 
a product without being a party to the contract. It can be 
S€en,. Chatwin practice..1t may be, difficult..for. the.consumer 
to prove thavethere has been, collusion between the parties 
OG that thesscller was aware, of, the false representations in 
cases where the advertiser is not the seller's agent or 
representative. A presumption should be established!59 
to the effect that, the seller is bound by the representations 
made by third parties when he should have known of the exist- 
ence of these representations. 


The final problem at the contractual level is the 
punishment of fraud. We have seen that the requirements as 
Pomueenecuveson the traud, or the apparent restriction: of 
sanctions to outright annulment of the contract, have not 
prevented our courts from granting damages or price reductions 
in cases of fraud, whether they were "principal" or "incidental". 
However, this situation should be clarified. In cases where 
false representations dealt with a principal consideration of 
the contract, the misled consumer should be allowed to resort 
to the full range of recourses. This would include an action 
in nullity, for damages, or for reduction in price. In cases 
where the fraud was only incidental, the victim should be 
permitted to claim damages so as to reduce his cost, since he 
would normally have agreed to the transaction at the lower 
price. 


A study of the delictual aspect shows us that the 
general nature of the recourse provided for by section 1053 
of the Civil Code enables us to avoid most of the obstacles 
encountered on the contractual level. While the problems of 
substantive law may appear to be of lesser importance here, — 
the minimal quantum of damages involved in misleading adverti- 
sing suits outside the contractual framework, lead us to be- 
lieve that only class actions may provide an effective remedy 
for consumers. It may be felt that a right may only be 
valued in terms of its accessibility. 
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Office proposes to in part solve this problem by 
adopting the following principle ''ce dol peut 
resulter du silence au d'une reticence". (article 
33) Civil Code Revision Office, Committee on the 
law of obligations, Report on Obligations, Montreal 
fe ep 10% 


Trade Practice Act, S.B.C. 1974 ch. 96. See also Unfatr 


Trade Practice Act, S.A. 1975 (bill 21), Business 
Practice Act, S.0., 1974, ch. 131. 


This is the form used by the Civil Code Revision Office 


in its proposals. ''Le dol d'un tiens est réputé 
celui du contractont qui a lu on aurait du en avoir 
connaissance". (article 32) Civil Code Revision 


Office, Report on obligations, op. CLE. s+ Dav DOs 


vogll 
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pooner. 
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